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THE 1973 ECONOMIC REPORT OF THE PRESIDENT

TUESDAY, FEBRUARY 13, 1973

CoxGRrESS OF THE UNITED STATES,
Jorxt EconoMic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10:05 a.m., in room 2128,
Rayburn House Office Building, Hon. Wright Patman (chairman of
the committee) presiding.

Present : Representatives Patman, Reuss, Carey, and Widnall; and
Senator Proxmire. :

Also present: John R. Stark, executive director; Loughlin F. Mec-
Hugh, senior economist; Michael J. Runde, administrative assistant;
John R. Karlik and Courtenay M. Slater, economists; Lucy A. Fal-
cone and Jerry .J. Jasinowski, research economists; George D. Krum-
bhaar, Jr., minority counsel; and Walter B. Laessig, minority counsel.

* OPENING STATEMENT OF CHATRMAN Parmvan

Chairman Parvan. The hearing will please come to order.

I have laryngitis this morning, I hope it will go away. If it does not
Iwill have to get someone else to do my reading for me.

This morning’s hearing on the President’s economic message to Con-
gress is focused on the economic outlook for 1973. Estimates for eco-
nomic performance for the year will be given by three distinguished
economists:

Henry Kaufman, a partner and member of the executive committee
of the investment banking firm of Salomon Bros., New York City;
Wilfred Lewis, Jr., chief economist and director of research of the
National Planning Association, Washington, D.C.: and Daniel B.
Suits, professor of economics, University of California at Santa Cruz.

Welcome to the hearing, gentlemen. Your views will be listened to
with much interest.

Before we hear your testimony I would like to place on the record
of these hearings the committee’s appreciation of the cooperation ex-
tended by Herbert Stein, Chairman of the President’s Council of Eco-
nomic Advisers, and his fellow Council members, Mrs. Marina Whit-
man and Mr. Ezra Solomon. As architects of the President’s economic
message, they were the committee’s lead witnesses last week and agreed
to appear a second time yesterday. Lincoln’s Birthday, in order to give
all of the committee members an opportunity to question them and
hear their views in detail.

At the same time, I would also like to point out that Mr. Stein’s re-
marks yesterday about consumer loan interest rate levels failed to pre-
sent a complete picture of that situation. Mr. Stein, in effect, denied
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the existence of consumer loan rates that run as high as 36 percent and
higher. He cited new car loan rates of 9 percent and 10 percent in dis-
cussing consumer loan rates.

However, the real extremes of consumer loan interest rates are
indicated by the recently released report of the National Commission
on Consumer Finance dealing with consumer credit in the United
States.

A series of schedules presented in the report discloses that finance
company consumer loan interest rate ceilings established in 16 States
had mean rates ranging from a low of 10 percent to 42.58 percent in
1971, Most of the 16 State rate ceilings were above 23 percent and
half of them were above 82 percent.

The report also disclosed that most finance companies make loans
at 90 percent or more of the rate ceilings.

As unconscionable as these rates are, the picture is still worse in
some States which do not have usury rate ceilings. In fact, I do not
know of a single State that had a satisfactory or a fair usury law or
interest rate law. They have all been changed substantially 1n favor
of the lenders or have no usury law at all.

In some States finance companies can and do charge rates as high
as 240 percent on loans to the poor, who cannot obtain desperately
needed credit from any other source.

The complacency with which Mr. Stein cited rates of 9 percent and
10 percent cannot go unchallenged. Nor can he and other members of
the administration who profess concern about rising interest rates
really fulfill their responsibility to check inflation and achieve eco-
nomic stability while these fantastic charges on the cost of money re-
main in existence. _

The truth is a person attempting to buy a $20,000 home today
must obligate himself to pay interest rates and financial charges
during a mortgage term of 30 years, an amount totaling the price of
three homes of $20,000 each before he can get a title to just one home
of $20,000. 1t is just that bad, gentlemen.

High interest rates spawn inflation and cause and perpetuate pov-
erty. So long as they are allowed to exist we cannot win the battle
against inflation or poverty for the people of this Nation who are
most in need. '

Now, gentlemen, in the interest of conserving your time and maxi-
mizing your presence, we will first hear your statements and then
the committee will question you on various details.

" Mr. Kaufman, you may proceed, sir.

‘Representative WipxarL. Will the chairman yield to me?

Chairman Pararan. Yes, I will be glad to yield.

Representative Winxarr. Will the chairman submit for the record
the documentation of the interest rates that you mention?

Chairman Patarax. I will let then stand as they are, knowing that
no one can dispute them. If anyone has the contrary information I
would be very glad to consider it.

Representative WipxarLL. What was the source of that material?

Chairman Paryan. The source is the State laws and the National
Commission on Consumer Finance. I was on this Commission and 1
resigned from it because I could see it was going in a way I consider
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to be in the wrong direction. That report is available. It is a mixed
Commission. It was about half Members of Congress and half from the
public sector or civilians, and I was apprehensive that there was too
much self-interest on it weighted against the Congress and against
the borrowers, so I resigned. But you can get that report. It isavailable,
the National Commission on Consumer Finance. I assure you that you
will find the information I obtained this from.

Representative Wipnarw. Thank you.

Chairman Pararan. All right.

You may proceed, Mr. Kaufman.

STATEMENT OF HENRY KAUFMAN, PARTNER AND ECONOMIST,
SALOMON BROS., NEW YORK CITY

Mr. Kavrman. Mr. Chairman, my name is Henry Kaufman. I am
a partner and member of the excutive committee of the investment
banking firm of Salomon Bros. of New York, N.Y., where I also
serve as the chief economist and head of the firm’s bond market re-
search department. I appreciate this opportunity to present to you my
views on the economy.

Let me begin by summarizing my observations of the current and
emerging economic situation. We are now in the midst of an economie
boom that probably cannot be sustained for long. Late this year, or no
later than early 1974, the real rate of economic growth may be only
a small fraction of the current high rate and a complete lack of real
growth for a short time span cannot be entirely ruled out. This volatil-
1ty in the behavior of our economy will result largely from the imper-
fections in governmental stabilization policies, which nevertheless, on
balance, have been implemented more timely than in earlier periods of
economic recovery and boom,

Indeed, I do not want to belittle the accomplishments of this latest
economic expansion. There have been many and they deserve to be
recognized. Since the trough in economic activity in late 1969, the
increase in our real gross national product totals 13 percent, signifi-
cantly higher than for comparable periods of previous economic re-
coveries in the past two decades. Housing activity has surged in
spectacular fashion with new housing starts for the past year averaging
more than 30 percent above the previous peak levels attained only
during short periods in 1968 and 1963. Our unemployment rate, now
at 5 percent, Eas fallen to a lower level in the first 25 months of this
current business expansion during the first 25 months of earlier recov-
eries with the exception of the 1954 to 1957 period.

These accomplishments, however, must also be judged on the basis
of the costs which they incurred. An enormously stimulative fiscal
and monetary expansion has been necessary to fire up the economic
boom. This has resulted in far larger budget deficits and inputs of
new money into the banking system than in earlier years when stimu-
lative governmental policies were called for. In addition, the rate of
inflation during the past 2 years has heen very high for the early
years of a period of cconomic recovery, even though some important
inflationary indicators have receded from their peak rates of the pre-
vious economic expansion’in 1969. While much attention has been
focused on the rapidly rising prices of farm products, prices of
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wholesale industrial commodities have also increased. During the first
2 years of earlier economic expansions, both food and industrial prices
were usually extremely stable.

Now we are in the midst of an economic boom, moving to even
higher utilization of real resources with our unemployment rate fall-
ing perhaps to 4.5 percent by midyear. If additional excesses are to
be avoided and the boom is to continue, checking inflation is necessary
but extremely difficult to achicve in a setting in which economic frie-
tion is quite likely. For example, the increase in the inflationary rate
during the last few months will surely complicate the task of attain-
ing reasonable wage settlements in the months ahead. Price stability
now would have gone a long way to assure that inflation had been
checked and that moderate wage increases, therefore, will be warranted.

Actually, I believe that it is probably too late to tame this eco-
nomic boom without experiencing some dislocations. The discipline
of economic booms must start in their infancy just as discipline of
human behavior is most effective at an early age, when basic drives
can still be channeled into desired directions. With respect to the
economy, this must begin sometime in the recovery stage and with
a very early recognition of the likelihood of a boom. This is becanse
of the timelag between the implementation of governmental policies
and their impact on the economy.

Economic booms, however, are frequently only recognized when
they are in full bloom. The initial signs of an emerging boom tend
to be examined skeptically, be they stimulative fiscal and monetary
policies, the revival of consumer and business confidence or improved
liquidity in the private sector. The full bloom of an economic boom is
there for everyone to see when the economy is operating at a high level
of resource utilization. Then, however, it is too late to shift to a less
stimulative governmental policy without some disruptions. In es-
sence, we know well the ingredients for moving an economy out of
a recession. They are far more crude, however, than the mixture re-
quired to run an economy at high levels for a long period.

What have been the imperfections in stabilization policies? While
the new economic program has'been very helpful in getting us out of
an economic and financial impasse, not enough emphasis has been
placed on those measures that would help to discipline a boom. Wage
and price controls of either the phase IT ov III variety are difficult
to enforce effectively when strong economic demands press against
limited productive resources. At high levels of economic activity,
reasonable wage and price stability can only be attained with an
improvement in the basic competitiveness of the wage and price struc-
ture. In this connection, we have made little, if any, progress.

In addition, the timing of the new fiscal posture is also questionable.
I am not questioning the slowing of Federal expenditures—I approve
of this effort—but rather the delay in fiscal restraint from the view-
point, of stabilization effectiveness. This delay is quite evident when
the official projections for the unified budget deficit for fiscal 1973
and 1974 are recast into quarterly budget estimates as shown in table
1.1 On a recast basis, these statistics reveal that for calendar 1973 as a
whole, the unified U.S. budget deficit will total an officially estimated
$22.4 billion, up to $5 billion from the previous calendar year. The def-

1 See table 1, p. 282.
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icit will be exceptionally large in the first quarter because of the
sizable personal income tax refunds. The second and third quarters of
calendar 1973 will be of seasonal proportion. Not until the final quarter
of calendar 1973 will an improved budgetary picture begin to emerge.

The unified U.S. budget, moreover, reflects only part of the impact
that the Federal Government has on the economy and the credit mar-
kets. By combining the market financine needs of the U.S. Treasury
with those of the various Federal credit agencies, a more compre-
hensive picture emerges of the role of the Federal Government in our
credit markets. This is demonstrated in table 2 2 in which the calendar
1973 financing demands of the U.S. Treasury and the various Federal
credit agencies, both budgeted and sponsored, have been estimated on
the basis of data contained in the new budget document. In order to
arrive at the net demands that the Federal Government would make
on the marketplace, I have estimated the net purchases of the new
Government issues by the Federal Reserve and other official accounts.
According to my calculations, the budget implies that $9.6 billion of
U.S. Treasury debt will have to be financed by the credit markets in
calendar 1973 as compared with $14 billion in calendar 1972. The
budget figures also suggest, however, a substantial increase in the fi-
nancing requirements of budgeted and sponsored Federal credit agen-
cies from $9.7 billion in 1972 to a record $19 billion in 1973. If the
budget projections prove correct, the total net new financing demands
of the Federal Government will reach $28.6 billion in this calendar year
as compared with $23.7 billion in calendar 1972.

It is probable, however, that the total market demands of the U.S.
Treasury and the Federal credit agencies in 1973 will be smaller than
the $28.6 billion suggested by the official budget statistics. I estimate
that they will be just slightly below the $23.7 billion required in cal-
endar 1972. Nevertheless, these demands will still be exceptionally large
in light of a booming economy and they suggest that fiscal restraint
will be late rather than early in coming.

In the meantime, the Federal Reserve will have to assume a large
share of the burden of checking inflation. This will be a trying task
because economic participants are not readily willing to moderate
their demands. Indeed, all major sectors are presently contributing to
the galloping economic momentum and, therefore, to the pressures on
real resources. In turn, these demands will strain the demands for
credit, which monetary policy is now attempting to curb by slowing
the availability of new funds. My analysis of credit flows in 1973
suggests a continued very strong demand for funds. Mortgage borrow-
ers will require a near record volume of new credit, despite some slow-
Ing in new housing activity later this year. Business external financing
needs will increase again as inventory and plant and equipment re-
quirements accelerate. The new credit demands of consumers will con-
tinue to accelerate at a record pace. As noted earlier, the total net new
cash needs of the Federal Government and the various credit agencies
will continue at a high level. State and local governments will prob-
ably be the only major borrowers whose needs will not require as much
net new funds in 1973 as they did in 1972. Curbing the overall large
demand for credit will be complicated by the accumulated liquidity

[

2 See table 2, p. 28
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which will first have to be significantly reduced before monetary
restraint can become effective.

The efforts initiated recently by the Federal Reserve to slow the
availability of credit are entirely appropriate. To continue a policy of
rapid monetary growth is not the answer to a booming economy that
is nearing its capacity. It would invite additional inflationary excesses
that would be followed by a sharp economic contraction. If monetary
restraint is to be effective, however, it will have to deny an appreciable
amount of credit to some demanders. In the process, interest rates
particularly money rates will continue to rise sharply. Thus, as in
earlier periods when inflation had to be checked, our credit markets
will again be an important focal point of this restraining process.

The economic slowdown coming later this year need not be long
or pronounced if governmental stabilization policies continue to im-
prove and to shackle inflation. Besides the urgent need to remove
rigidities in our economic structure, we should strive to eliminate
imperfections in fiscal policy. In this connection, the decision of Con-
gress to establish a joint study committee on budget control is a move
in the right direction but it still does not remove enough of the ob-
structions in the way of a flexible fiscal policy. There is still the need
to remove some of the impasses between Congress and the executive
arm of Government. These two arms of Government are not always
of the same political persuasion and control of the purse is, of course,
a cherished possession. I, therefore, would again like to suggest as a
compromise, that a Federal fiscal stabilization board be established.
Its members should be appointed by both the President and the Con-
gress to achieve maximum independence and objectivity. At the start,
this body might be given limited power to rase or lower taxes by
1 percent or 2 percent per year, depending on stabilization require-
ments. Such a board might also be asked to project each year the net
budget surplus or deficit for the coming year that would promote
sustainable economic growth, leaving to the President and to the Con-
gress the task of filling in the revenue and expenditure profile. It
should also be charged to study the efficiency and suitability of budg-
etary programs and to render periodic reports to Congress.

It is true, of course, that budget stimulation or restraint depends
not only on the size of the deficit or surplus, but also on the composi-
tion of revenues and expenditures. In view of the large number of
uncontrollable budgetary items carried forward from previous years,
net budget surplus or deficit targets set by a fiscal board would still
be a substantial improvement over the current arrangements. A quasi-
independent Federal fiscal stabilization board would relieve Congress
and the administration of some of the political pressures that some-
times disrupt the economy. It would serve until Congress removes its
powers and acts autonomously only in a limited way to spearhead
changes that politically might be difficult to facilitate but are urgently
necessary for the country.

Mr. Chairman, this concludes my formal remarks. They exclude,
of course, any remarks on the current international monetary situa-
tion. T would be pleased to comment on them if you so desire.

Thank you very much.

Chairman Pataan. If you are unable to comment sufficiently on the
present situation, will you take the liberty of extending your re-
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marks in the record in connection with your statement. Is that sat-
isfactory ?

Mr. Kavryax. Thank you, Mr. Chairman.

[The following information was subsequently supplied for the

record :]
ADDENDUM TO STATEMENT OF HENRY KAUFMAN

In view of the new international monetary erisis, I should like to append my
formal statement (which I had prepared, of course, prior to the closing of the
currency markets this week) with a few remarks on the dollar devaluation. The
genesis of the current international monetary problems goes back many years
but the aspects not covered by the Smithsonian Agreement contributed to it very
importantly. An analysis of the shortcomings of the latter, which I issued to the
financial community just five days after the Smithsonian Agreement was reached,
may be of interest because it applies with equal or greater force to the current
situation. At that time, I said :

“The new realignment of exchange rates and the decision to ask Congress to
raise the price of gold has been profusely and loquaciously heralded. Indeed, it
was finalized with great aplomb and in a way which attained the maximum of
favorable public response judging by the reactions of the financial markets.
To be sure, it was an unusual event and the favorable public response to it
reflected a yearning for a return to stability, which the new arrangements
do not assume.

“For the first time since the 1930’s, the dollar is being devalued. While such a
measure may have been unavoidable, it is rather unusual to greet the action as
a measure of success when it is, after all, a penalty for past failures in our eco-
nomic and financial affairs. It is also unusual to find that the devaluing country
is adopting atypical measures for the post-devaluation period. Heretofore, devalu-
ing countries adopted strong defensive postures including a tightening of fiscal
and monetary policies or both. Now we are engaged in liberalizing these policies.

“Probably the most ominous aspects of the new currency arrangements are the
features which it does not contain. It contains no disciplinary features or a regu-
latory adjustment process which would tend to force participants to protect the
international value of their currency. Now it will have to be demonstrated that
countries will defend the new parities even if it is against their own immediate
interest. We, therefore, have an urgent need for reliance on the rules of proper
internal and international financial and economic conduct and management, a
virtue that has not abounded in the recent past, without an enforcing hickory rod
or an enticing carrot.”

In addition, I should like to supplement these remarks with the following
observations on the latest dollar devaluation. First, the events over the past
weekend suggest that the U.S. Government took the initiative to devalue after
the run against the dollar accelerated. The acceptance by foreign countries of
our decision represents a minimum concession to us. Secondly, the devaluation is
likely to increase the demand for domestic goods and services because it will make
foreign goods and services more expensive than heretofore. This enlarged demand,
however, will occur against the backdrop of a booming domestic economy and, as a
result, will contribute to economic friction and to a somewhat higher rate of infla-
tion for the near term. Third, from the viewpoint of domestic stabilization policy,
the devaluation of the dollar is likely to increase the burden of monetary policy.
With an increase in domestic economic demands of all sorts and a somewhat
higher rate of inflation ahead of us, monetary restraint will have to work very
hard to straitjacket economic excesses. Fourth, the dollar devaluation will per-
haps encourage foreigners to step up again their net new portfolio investments in
U.S. obligations of all sorts. These were virtually at a standstill during the last
two months. Finally, the latest devaluation cannot be considered as the final step
towards achieving a new and lasting international monetary arrangement. We
still have ahead of us very serious and difficult trade negotiations with our inter-
national trading partners. We must have the opportunity to increase our exports
to these countries where we can do so efficiently and where our competitive
strength excels. We should also encourage enlarged direct and portfolio invest-
ments in the United States through tax and other incentives.

We must also recognize that the dollar will have to continue to play a key role
in the new monetary system and that we cannot abrogate our international
responsibilities. Our domestic and international responsibilities are interrelated.
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They both require that we make a strong effort now to maintain a stable dollar
which in turn will further world economic growth. This can only be accomplished
if we resolve our domestic problems by pursuing policies that will encourage a
strong economy without inflation.

Chairman Patmax. And you may insert the tables in your statement
if you desire.

Mr. KauvrMmaN. Fine.

[The tables referred to follow :]

TABLE 1.—NET UNIFIED U.S. BUDGET SURPLUS(+) OR DEFICIT(—)

[Calendar years, in billions of dollars}

Quarters 1969 1970 1971 1972 11973 11974
—-2.0 —3.5 -8.2 —10.5 -17.3 —9.6

+15.3 +8.7 +1.8 +5.6 +5.0 +7.0

-2.5 -i.8 =7 =2.0 =51 -

-5.5 -8.9 -10.6 ~10.5 =50 e

Total __.......... +5.3 —-11.5 —24.8 -17.4 —2.4 o

1 Estimated on basis of official fiscal year estimates.

TABLE 2.—U.S. TREASURY AND FEDERAL AGENCY DEBT

[Calendar years, in billions of dollars]

Annual net increases in amounts outstanding

1967 1968 1969 1970 1971 1972 11973

Gross direct and gtd. Treasury debt_____ 15.4 13.4 10.2 20.8 34.9 20.7 28.0
Less holdings of—
U.S. trust funds._._ ... 1.2 3.4 12.5 8.1 8.9 6.6 10.7
Federal agencies_...___...._- 0 -1 -2 1.7 —-L5 -5 .7
Federal Reserve banks. 4.8 3.9 4.2 4.9 .6 7.0
Privately held Treasury debt____. 3.4 6.2 —6.3 6.1 19.4 14.0 9.6
Total debt of budgeted and sponsored
Federal agencies. . ...__.._.__..-- 5.0 6.8 6.9 8.6 3.1 10. 1 20.0
Less holdings of trust funds and Federal
ReSeIVe. . . oo eeoeomccmcacmoammas 1.3 L5 1.2 —.4 .3 -4 1.0
Privately held agency debt.___... 3.7 5.3 8.1 9.0 2.8 9.7 19.0
Total privately held Federa! debt.. 7.1 1.5 1.8 15.1 22.2 23.7 28.6

1 Estimated on the basis of U.S. budget estimates for fiscal years 1973 and 1974.

Chairman Paraax. Thank you very much, sir, for your statement.
Our next witness is Mr. Wilfred Lewis, Jr., of the National Plan-
ning Association.

STATEMENT OF WILFRED LEWIS, JR., CHIEF ECONOMIST AND DI-
RECTOR OF RESEARCH, THE NATIONAL PLANNING ASSOCIA-
TION, WASHINGTON, D.C.

Mr. Lewis. Chairman Patman and members of the Joint Economic
Committee, my name is Wilfred Lewis, Jr. I am chief economist and
director of research of the National Planning Association, a nonprofit
economic research institution located in Washington, D.C.

Thank you for inviting me to comment on the 1973 outlook and the
economic report of the President. My statement is brief, and I would
like to read 1t ir: its entirety.
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GENERAL OUTLOOK FOR 1973

At the moment, the economy is undergoing very strong expansion.
Rates of increase in business investment and personal consumption
expenditures during 1972, and continuing prospects for these sectors
for at least some part of the current year, make the current expansion
one of the strongest on record. Unemployment, which at long last
began to decline in the closing months of 1972, should decline sharply
further in the coming months. I expect unemployment to be near, or
possibly below, 414 percent by midyear, which, if so, will be the closest
we have been to full employment in over 3 years. The economic report
looks toward a rate of 414 percent only by yearend, and, in truth, the
path forecast by the economic report would probably be somewhat
easier to manage than the more rapid pace I am forecasting from the
standpoint of making a smooth transition from “recovery”—the phase
we are now in—to sustained full employment growth.

In any event, with a strong recovery underway, it is an appropriate
time to examine three important aspects of the economy :

1. The definition of the full employment target;

2. Policies appropriate for transition from recovery to movement
along the full employment path, which will necessarily entail some
slowdown from the rate during the recovery phase; and

3. Policies appropriate for staying at full employment once we get
there.

Taking items 1 and 3 first, I submit that the target rate of unem-
ployment for sustained and stable full employment growth can be very
substantially less if accompanied by (@) aggressive price-wage con-
trols and () a large-scale public employment program, than if we
attempt to reach full employment without such aids. To be more spe-
cific, I doubt very much whether, in the absence of price-wage con-
trols and a public employment program, unemployment can be reduced
very much below 5 percent, which is where we are now, without
touching off a steadily escalating rate of inflation that would soon
require corrective action. On the other hand, the experience of last
year as well as recent econometric studies done for this committee
suggest that price-wage policies could reduce the noninflationary rate
of employment by perhaps as much as one-half to 1 full percentage
point. I estimate that an expanded public employment program along
the lines of the successful experimental program now underway could
also have a potential impact of roughly the same size. Thus, in order
to reduce unemployment to anything like 4 percent without unsus-
tainable inflation we would surely need at least one or the other of
these policy tools, and to go below 4 percent, as this committee is on
record as favoring, we would need both of them.

I turn now to the more immediate, and perhaps cven trickier ques-
tion, of transition from recovery to movement along a full employment
path. First, it should be recognized that the required maneuver is about
the trickiest act there is for fiscal and monetary policy managers, hav-
ing been brought off successfully, in my opinion, only once previously
in the postwar period, in 1950-51, 1n four previous attempts.

The intrinsic difficulty of this maneuver owes to the fact that some
important sectors of the economy, notably business inventory invest-
ment and employment and investment in the capital goods industries,
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are related importantly to the rate of growth, as distinct from the
absolute level of demand. Thus. when the rate of demand slows, as 1t
must when the cconomy is in transition from recovery to sustained
growth, these important sectors slow down much more sharply than
the overall economy and, if the transition is abrupt, can actually turn
negative very quickly. This is, in fact, little more nor less than the essen-
tial cause of good old-fashioned so-called classic recessions. Indeed,
the challenge facing policymakers in the coming year will be to avoid
a recession of classic dimension.

At the present time, the signs are far from promising. On the one
hand, we have a very rapid investment boom that we know has to taper
off as we approach full employment. Second, State and local govern-
ment budgets are becoming moderately more restrictive, and the Fed-
eral budget, under administration plans, sharply more restrictive.
Finally, residential construction is already beginning to feel the pinch
from tightening in credit markets, and will probably be declining any-
way after last year’s very strong performance. This sector can decline
very sharply if an acceleration of inflation causes the monetary au-
thorities to tighten credit further. It these forces all come together, as
they show every sign of doing around midyear or shortly thereafter,
a recession will be nearly unavoidable.

Because of the delicacy of the economy this year under the best of
circumstances, the recent announcement of a relaxation of price-wage
controls under phase 3 seems almost incredible to me. By escalating
further the already virulent threat of inflation, such action risks a
monetary clampdown at the worst possible stage of the business cycle.

There is an irony in all this, in that the present risky situation is
owing in no small measure to the administration’s abandonment of its
own frequently expressed preference for the so-called even-keel ap-
proach to fiscal and monetary policies. Last year, in its desire to stimu-
late a long flagging economy in a hurry, the administration pulled
out all the fiscal and monctary stops. Now we appear to be about to
witness a sharp wrenching in the opposite direction of both fiscal
and monetary policy.

Unlike a number of my colleagues, I thought the administration
+as basically correct in its professed even-keel approach to demand
management, and I only regret its departure from that approach. It
is true that virtually all the postwar instability of the economy has
been due primarily to gyrations in Federal fiscal and monetary policy,
and we appear to be on the verge of another replay of an old sad
tale.

PRICE-WAGE POLICY

In assessing the impact of a further softening of price-wage con-
trols at this time, we should look at the price record of last year a Iit-
tle more closely than the economic report does. According to the eco-
nomic report, the salient feature of inflation in 1972 is the marked im-
provement for the year as a whole compared to 1970 and 1971.

True, inflation was down sharply in 1972, due in no small measure,
it should be noted, to the controls program initiated in the fall of 1971.
But the impact of this program, at least the way it was applied, was
largely spent by the second quarter of 1972, and inflation has been in-
tensifying noticeably since then, no matter which price index is re-
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ferred to. The annual rate of inflation measyged by the implicit
GNP deflator increased from a low of 1.8 percent at an annual rate in
the second quarter to 2.4 percent in the third and 2.7 percent in the
fourth. The somewhat more meaningful fixed weight GNP deflator
rose from 3 percent in the second quarter—also a low point—to 3.4
percent in the fourth.

Most econometric models have been forecasting sharp acceleration
of inflation in consumer prices and the GNP deflator in the first and
second quarters of 1973, partly due to lagged responses to increases
in wholesale prices that have already taken place. It should be noted
that this renewed acceleration of inflation has been taking place dur-
ing a period of sharp improvements in_productivity, associated with
increased rates of capacity utilization and reductions in unit costs. So
we cannot regard this as cost-push inflation. Nor, with unemployment
above 5 percent until the very end of last year, and plenty of unused
capacity still on hand in most industries, can we view it as excess de-
mand inflation.

In truth, phases I and IT of the controls program temporarily slowed
the “expectational” inflation that has plagued us for several years,
but fell far short of arresting it. We began 1973 with a seiious and
steadily worsening inflation problem. In this context, where the clear
need was for more rather than less effective controls, the announce-
ment a few weeks ago of a further relaxation of controls during phase
III can only be described as foolhardy. I say “further” relaxation,
because the Price Board had already been steadily relaxing its rules
over the latter part of last year. If there is a less satisfactory condi-
tion of the economy than inflation simultaneously with recession, I do
not know what it 1s. And if there is any single act that would have
confributed more at this juncture to making just such an outcome
probable, I cannot think of it.

Turning to the international aspect of the outlook for 1973, the
headlines in the Washington Post this morning make my comments
a little out of date, but I will read them the way I wrote them over
the weekend anyway, Mr. Chairman.

INTERNATIONAL

With European finance markets once again giving off signs of
panic only a little more than a year after the Smithsonian Agreement
that President Nixon hailed at the time, surely with tongue in cheek,
as “a second Breton Woods,” a few comments on the International
trade and finance picture appear to be in order.

In the new round of flight from the dollar, the international cur-
rency speculators appear to be reacting to some of the same fears that
touched off the recent sharp decline in common stock prices; namely, a
fear that a softening of price-war controls in phase 3 means a new
round of U.S. inflation. While I share the belief that accelerated infla-
tion 1s in store, the present currency reaction is an ill-considered, sim-
plistic, and I believe temporary response. The improvement in our
trade balance last year in response to the December 1971 devaluation
was admittedly disappointing, to put it mildly. Still it must be remem-
bered that there are long lags in the international adjustment process.
Devaluations do eventually improve a country’s trade balance, but it
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always takes longerghan expected. Moreover, while U.S. inflation was
higher than desirable last year, it was less than that experienced by
most of our trading partners.

In short, between the December 1971 devaluation and the compara-
tive rates of price inflation during 1972, the United States has achieved
a substantial improvement in relative price competitiveness, the effects
of which have not yet been felt, and it is extremely hard for me to be-
lieve that anything approaching a new 7 to 8 percent devaluation of the
dollar, as is being talked up.in some quarters, is appropriate at this
time. This seems particularly true if one looks a few months down the
road. As the stock market knows, the real threat posed by renewed in-
flation is the strong probability that the current expansion in real
output will soon have to be slowed sharply if not reversed. A recession
would, of course, improve rather than worsen our trade balance.

Taking all these factors together, I would confidently forecast that
a new 7 or 8 percent devaluation of the dollar, and this goes even more
so for the actual 10-percent announced last night at this time, assum-
ing we meant by that a movement to a new set. of fixed rates, would be
followed almost immediately by a reverse flow of speculative currency
movements and a new panic. It would be a different matter if we were
to simply cut the dollar loose again, as we did for a period in the fall
of 1971 and which is what Mr. Reuss of this committee was recom-
mending yesterday. In that case we might see a small temporary de-
valuation but I would expect that to be largely or completely reversed
as we began to feel later this year the combined effects of lagged re-
sponse to the improvement in U.S. trade competitiveness achieved in
1971 and 1972, and a slowing down in the U.S. economy.

T cannot resist observing that these repeated international currency
crises are a kind of self-inflicted madness that can be, and should be,
avoided. They are a built-in byproduct of the foolish persistence on
the part of central bankers and finance ministers in the major coun-
tries in trying to fix exchange rates by fiat that will serve the needs of
the international trading and finance community for more than a few
months at a time. Fritz Machlup has warned us repeatedly, and cor-
rectly I believe, that so-called fixed exchange rates are a figment of the
imagination. As Mr. Nachlup puts it, the only real options open to us
are gliding exchange rates and leaping exchange rates, and those who
profess to favor fixed rates are really advocating leaping rates and
recurring crises. Of course, the more frequent the crises, the less severe
the disruption at any one time, and we do seem to be making progress
in the sense of moving toward more frequent crises. But it is surely a
misallocation of scarce resources to have the world’s central bankers
and finance ministers shuttling back and forth to unnecessary exchange
crises when their time and attention is badly needed at home on a
}vhole range of real domestic economic problems that all the countries
{ace.

Mr. Chairman, I would like to depart from my prepared remarks and
add some comments about congressional fiscal policy and budget ma-
chinery.

Thgy raachinery for handling the budget at the congressional end has
gotten badly outmoded from the standpoint of having Congress par-
ticipate as an equal partner with the Executive in the important fiscal
policy decisions in our society. I do not think that resolution of current
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arguments over whether the Executive does or does not have the author-
ity to impound congressional appropriations will by itself go very far
toward what is needed. Congress will have to reform its procedures for
handling the budget, to bring appropriations and tax legislation closer
together, and both of these In the context of multiyear projections of
expenditures and revenues for at least 3 or 4 years ahead.

I realize that to do this in a meaningful flehion strikes close to the
heart of the committee system of the Congress, so what I am suggesting
is certainly not easy to do nor do I make the suggestion lightly.

However, reform of-congressional budget and fiscal policy decision-
making machinery deserves very high priority.

Thank you, Mr. Chairman.

Chairman Pamyax. Thank you, sir.

Our next witness will be Mr. Daniel B. Suits, professor of economics,
University of California, Santa Cruz. Mr. Suits, you are recognized,
Sir.

STATEMENT OF DANIEL B. SUITS, PROFESSCR OF ECONOIMICS,
UNIVERSITY OF CALIFORNIA, SANTA CRUZ

Mr. Surrs. Mr. Chairman, I am in general agreement with the eco-
nomic outlook as forecast by the President’s Council of Economic Ad-
visers. I expect the gross national product to pass $1,300 billion by the
fourth quarter of 1973 and to average about $1,270 billion for the year
as a whole. This constitutes a 10-percent rise over the level for 1972
and, after allowing for an expected 8 percent rise in prices, implies
a 7-percent gain in the volume of real output. This gain in production
will be accompanied by declining unemployment, and we may expect
an unemployment rate well below 4.5 percent of the labor force by
year’s end.

Because I concur in the buoyant forecast, however, I have great mis-
givings about phase ITI. Not that phase IT was any great bargain.
Indeed, I believe that most of the success claimed for phase IT was at-
tributable not to the wage and price control arrangements but rather
to the fact that a high level of unemployment finally caught up with
us. Pressure on wages, production costs, and prices originates in the
scramble of employers for the workers they need to supply rising de-
mand for their products, but, once established, these pressures continue
for some time after the tight markets responsible for them have dis-
appeared. It is this lag in response that accounted for the apparently
anomalous “inflationary recession” observed during most of the last
4 years. But wage, cost, and price pressures cannot maintain them-
selves indefinitely in the face of a substantial number of jobless work-
ers, and the inflation rate has now settled to about the level that would
be normally expected with 5 percent of the labor force unemployed.

But this does not signal any kind of victory over inflation. Rather,
we are purchasing our moderated rate of price increase at the cost of
a higher level of joblessness, just as we did during the period from
1958 to 1964. Likewise, the projected rise in output and job openings
will again accelerate the competitive scramble for qualified workers
and will produce again the inflationary pressures of the recent past.

This is not to say that I expect inflation to be a serious problem this
year, for just as it requires time for inflationary pressure to abate after
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the underlying causes have been removed, it likewise takes time for
pressure to build up once the conditions are present. We are, there-
fore, in serious danger of deceiving ourselves. A reduction of unem-
plovment, unaccompanied by immediate revival of inflation, may very
well reenforce our notion that we have conquered both unemployment
and inflation and are entering upon a great new era of economic sta-
bility. But just as ever, tight labor markets will sooner or later be re-
flected in wages rising more rapidly than productivity, escalating costs,
and a return to the inflationary spiral.

It cannot be emphasized too strongly that there has been little
change in the basic relationship between unemployment and inflation
during the past 4 years. Indeed, what evidence we have indicates that,
if anything, inflationary pressure begins to accumulate at higher levels
of unemployment than before and that inflation is likely to appear
sooner this time than it did last time. In other words, inflation is no
threat, and wage and price controls are superfluous only so long as we
keep the cconomy sufficiently sluggish to provide a substantial pool of
unemployed workers. A sustained level of demand and total output
adequate to provide jobs for everybody ready, willing, and able to
work will inevitably be accompanied by the reappearance of rapid
inflation.

For this reason, it seems to me that the modest system of wage and
price controls of phase IT was established just about the time it was
least needed. and that we are now in the process of complacently dis-
mantling it just when it is most likely to be required. Rather than
weaken or abandon controls at this point, we should be engaged in a
serious systematic search for a more inclusive, more effective perma-
nent mechanism to reconcile the present conflicting objectives of low
unemployment and price stability.

There are several things such a svstem might embody. Out right,
rigid controls are, of course out of the question. An economie system
like ours that depends on wages and prices as the principal guidance
mechanism for production processes can ill afford to have its steering
gears locked. We know from ample past experience with wartime con-
trols what happens when the price mechanism can no longer respond
to shifts in supplyv and demand. But it should be possible to design a
system that permits wages and prices to rise more rapidly in areas of
scarcity than in areas of surplus, all within a context of overall stabil-
ity. For example, Prof. Abba Lerner has suggested a plan whereby the
average increase in wage rates would be limited to the projected aver-
age rise in productivity, say, 4 percent, but where rates in industries
with below-average unemployment would rise more than the average,
say, 5 percent, while increases in industries with more than average
unemployment would be less, say, 3 percent.

Another attack on the problem is to mitigate the consequences of un-
employment for the unemployed. One-half of the serious dilemma
posed by the unemployment-inflation trade-off is the disaster that
unemployment represents for people out of work. Consequently, one
way out of the dilemma is to provide a better and more inclusive sys-
tem of unemployment insurance. Such a system should apply not only
to workers with a solid attachment to the labor force, as the present
system does, but should also include workers with long-term inability
to find jobs, and to new entrants into the labor force unable to find a
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first job or unable to hold a job long enough to qualify under existing
law. Needless to say, such a program of unemployment insurance
should be combined with an expanded system of training, job location,
and placement.

The existence of additional protection for the unemployed worker
would greatly reduce the urgency for economic expansion purely as a
way to provide jobs for people who would otherwise be without in-
comes, and would provide additional room for anti-inflationary policy
without imposing the cost of stability on those least able to pay it.

A third approach to the problem is to explore ways to temper the
bad effects of inflation itself. These evils come not from the fact that
prices rise, but that some prices rise faster than others. In the final
analysis, of course, prices and incomes are the same thing looked at
from two different points of view. The price of farm products is the
farmer’s income, the price of medical service is the doctor’s income, and
the price of higher education is my income as a college professor. It
follows that inflationary price increases are the same thing, overall, as
inflationary increases of exactly the same magnitude in our incomes,
and leave us—on the average—with exactly the same real buying
power as before. If this were all, inflation would be no problem at all.
But during the course of prolonged inflation, some price-incomes rise
more rapidly than others. And those whose prices rise more rapidly
than the average receive a transfer of real buying power at the expense
of those whose prices rise more slowly.

If we cannot control inflation, then, we can at least spread it more
uniformly over the community so that everyone participates more
equally. This could be accomplished by widening the use of cost-of-
living escalator provisions in contracts. They might be uniformly ex-
tended not only to wage and salary contracts, but also to social security,
unemployment insurance, welfare allotments, and to debts, bank ac-
counts, and similar instruments. Similar adjustments could be applied
to the foreign exchange value of the U.S. dollar so that domestic infla-
tion need not be accompanied by a balance-of-payments crisis.

When inflation is made uniform for all, it ceases to be an important
issue for any, and the urgency to direct our policy to control it is
sharply modified. While I am no great admirer of the fiscal and mone-
tary courses pursued by some of our neighbors, it is worth pointing
out that the rate of inflation in Brazil has averaged almost 25 percent
per year since 1948 and has approached 100 percent during a couple of
years. Even during the last half-dozen years—a period that the Bra-
zilians consider to have been relatively stable—the rate of inflation
never declined below 19 percent per year. The point, of course, is not
that this is a performance that we should emulate, but it does clearly
demonstrate that it is possible for an economic system to function
without coming to pieces at inflation rates many times those we con-
sider to be the maximum tolerable limit. It would be worth while for
us to examine the institutions and mechanisms that make this survival
possible.

Finally, a coordinated attack on inflation and unemployment should
involve an effective program of job training and educational up-
grading of disadvantaged workers. This is not only of direct benefit to
the workers themselves, but contributes to control of inflation. One
reason that U.S. inflation is so sharp even while 3 to 4 percent of the
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labor force remains unemployed is that a large fraction of the workers
still without jobs are inexperienced, or without marketable skill, or
otherwise unemployable, so the number of qualified, desirable workers
for employers to draw on is smaller than is suggested by the unemploy-
ment statistics. If a larger fraction of those 3 or 4 percent were able to
Erovide service of a desirable quality, the scramble for workers would

e correspondingly reduced and with it the attendant inflationary
pressure on wages and prices.

In conclusion, I would like to summarize these points:

%. I agree with the outlook for a rapidly expanding economy in
1973.

2. At the same time, I see no fundamental change in the way our eco-
nomic system reacts to low levels of unemployment. When we have
reduced unemployment to a more nearly satisfactory level, we will
again experience inflationary pressure, although probably not
immediately.

3. It follows that this is not the time to dismantle inflation controls
but to replace our existing temporary structure by a more permanent,
far-reaching program.

4. Such a program should be directed not only at wage and price
controls but should also involve provisions to mitigate the effects of
both unemployment and inflation themselves, and to contribute to up-
grading the labor force.

Thank you.

Chairman Parman. Thank you, sir.

Mr. Kaufman, I would like to ask you two or three questions. No. 1,
do you think the huge amount of money held by American companies
in this country and abroad has been used in any way to add to the
present blight of the dollar in Europe?

Mr. Kavrman. That is a very difficult and complex issue, Mr. Chair-
man. I think the genesis of this situation dates back to a decade or so
ago when many of our very productive corporations realized that
there were substantial markets abroad. By building a productive
capacity here in the United States to accommodate those markets in
Europe and elsewhere, our corporations would have been preempted
from these markets because of national barriers.

Consequently, the multinational corporations correctly assessed the
situation, and became part of the national market scene abroad and
were able, in this way, to participate in the demands for goods and
services over there. They have, of course, generated substantial income,
and some of this income has been repatriated in the United States.

There is the question, I think, underlying this, what should be done
in our structure here to make investments more productive and more
profitable so that our corporations abroad will invest in the United
States that we provide suflicient inducements to foreign corporations
to make direct investments as well as portfolio investments.

So, I think the problem you posed has many dimensions to it, and
should not be only looked at in terms of our large corporations but
over a broader segment of issues.

Chairman Paryan. Isita fact, though, that we encourage the com-
panies by permitting them to take money overseas. If the money stays
there forever why, of course, the United States does not get any tax
on it.
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Mr. Kaurman. That is correct, Mr. Chairman.

Chairman Parmax. Well, is that not a great advantage to these
companies that are operating in Europe?

Mr. Kauraan. Yes. Of course, there are some benefits to the United
States to that.

As you know, we generate income abroad and some of that income
does come back to the United States. We gain, of course, technical ex-
perience, world market experience, which we would not be able to
cenjoy if those corporations were not there.

I recognize this advantage which you point out, but at the same
time, I think that there are broader aspects to this problem that have
to be resolved by Congress.

Chairman Parman. I would like to ask you about the money, the
effect on money, if this agreement goes through and results in devalua-
tion. Like it is now, all of our money is legal tender, which means, of
course, that if you owe a debt to anyone and you tender this money and
it is not acceptable to the person to whom you tender it, the person
whom you owe, and hie does not accept it why then, you can keep your
money and the debt is paid ; is that not right ?

Mr. KauvrMan. This is right. This is part of the current interna-
tional monetary problem, the buildup of dollars abroad and the un-
willingness of foreigners to accept an enlarged inflow of dollars to
their countries. This, I think, is one of the unfortunate aspects of the
past 2 years.

We had a Smithsonian Agreement which, in my opinion, was only
an arrangement, and was not a lasting monetary situation. I believe
even the current situation is only temporary and we cannot call the new
arrangements just announced by the administration last night as
suggesting that we are on the road very quickly to a permanent
arrangement.

Unfortunately, most of the countries in the free world are making
efforts not to defend their currencies but to depreciate their currencies.
This is not an environment of confidence. An environment of confid-
ence can only be reached when countries are willing to defend their
currencies even if it is not in their immediate best interest.

I think that will still have to be demonstrated, and some time will
have to pass before we achieve a new viable situation. I think the cur-
rent situation continues to be very complex.

Chairman Patarax. We have about $1,700 billion in debts and taxes,
public and private. Our money can pay any of those debts and those
taxes. But if we pass this devaluation bill will not the ball game
change ? Will we not have to have a new currency that is legal tender,
and this present currency will not suffice ? Is that not true?

Mr. Katryax. No. I think not, as long as our money is accepted
internally as legal tender. Most of our debt is in internal debt. The
Federal debt. the debt of the U".S. Government, the debt of the Federal
agencies is held mostly internally. The debt of most of our large cor-
porations, business corporations in general, is mostly held internally;
the debt of our State and local governments is mostly held internally
and. of course, the substantial mortgage indebtedness is an internal
indebtedness so, consequently, the new international monetary ar-
rangements should have verv limited impact on that debt structure.

Chairman Paryax. Should consideration be given to more than one
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tier of money. two tiers, we will say. and have one tier of money. like
we have now. that would be good for the payment of all these debts,
public and private, the $1,700 billion, and the other money for foreign
transactions?

Does any country in the world have any arrangements like that ?

Mr. KaurMax. Yes, there arve arrangements of this sort. .\s you
know, France has a two-tier system. a financial dollar and a commer-
cial dollar. I believe that this would be a retardation of a free market
process, and I believe that it would tend to restrict not only the free
flow of money but ultimately the growth of economic activity world-
wide. T think that a two-tier curency system is only at best a stopgap
solution to a more eflicient international monetary system and not the
most desired path.

Chairman Pamax. I yield to Senator Proxmire, 10 minutes.

Senator Proxmire. T want to congratulate all you gentlemen for
very interesting, helpful, expert statements, very useful.

I would like to ask each of you to comment further on the decision
by the President to devalue the dollar by 10 percent.

One of the elements that occurs to me that has not been brought up,
is that this could have an immediate adverse effect on the cost of living
in this country. After all, if the cost of some of our imports is in-
creased by 10 percent this could result in an increase of $5 to $6 bil-
lion gross, probably $2 to $3 billion net, the way it would work out in
increase in the cost of living.

How is this devaluation likely to be accepted by the countries in the
world? As I pointed out, Canada cannot possibly stand still. I doubt
if England could.

How effective is this likely to be? We presume. of course. that Japan
and Germany will not devalue but with that exception how do you
view this? Mr. Kaufman. first.

Mr. Kauryax. Well, T would like to make six to seven points; let
me enumerate them briefly.

This is an agreement that was reached more or less at our initiative
and with the reluctance of foreign participants. That does not make
it right and it does not make it wrong. But it shows that this was done
with a minimum of cooperation rather than at a maximum of coop-
eration.

Secondly. I believe this new arrangement will contribute initially to
increased domestic economic activity because it will slow down some
imports and increase the demands for domestic goods.

Thirdly, I believe that this is likely to trigeer at least initially some
inflow of foreign money into U.S. credit markets, either into debt
instruments or into equity obligations.

Senator Prox»ire. How much do vou expect in that area?

Mr. Kaurymax. In the second half of calendar 1972 foreign new
money going into U.S. equities was roughly in the magnitude of $2
billion. That inflow of new money into our stock market ceased at the
end of December and throughout January and there were attempts
by foreigners to actually liquidate.

Senator Prox»ire. You wounld expect something like that $2 billion ?

Mr. Kavraax. I would expect a new inflow to begin again.

Senator Proxaire. OK.
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Mr. Kavraax. However, these new measures are bound to increase
inflationary pressures, as the Secretary of the Treasury indicated last
night. Moreover, as you indicated, we do not vet know the response of
foreign countries to the proposed trade legislation that has been sug-
gested by the administration.

Next, I believe that all of these developments are bound to increase
the burden of monetary policy, because the need to stabilize our eco-
nomic situation is now greater if we want to make this new devalua-
tion stick and to become effective.

Senator Proxyire. Monetary policy has to be more restrictive.

Mr. Kavrmax. It has to be more restrictive.

Senator Proxyire. How about phase 111, does it have to be tougher?

Mr. Kavryaaxs. Yes, it should be tougher, but the question is, will it
be tougher, and I am convinced that the Federal Reserve cannot wait
for the demonstration of the effectiveness of phase III, particularly
now that we have——

Senator Proxarire. When I say could it be tougher, I am asking
whether or not Congress can perhaps take action. After all, we are
the ones who have to determine what the phase ITI law may be. The
administration may or may not choose to administer it, and it can
choose not to do so. We can toughen up the provisions. We can ask
for advance approval if prices are to go up. We can provide a tougher
guideline for wages and prices.

Mr. Kavryan. The requirement now, based on the international
situation, is that we achieve more quickly a noninflationary situation,
and this will have to come from Congress, through tougher wage and
price guidelines and it will have to come, I think, in part from the
Federal Reserve for more restrictive monetary policies.

Senator Proxmire. Will it mean a tougher fiscal policy ? Would you
say hold down spending at least to what the President has proposed
and perhaps lower?

Mz, KavrFMan. Yes, but I am very fearful. as I indicated in my oral
statement, that the fiscal restraint, if any, will come very late while fis-
cal restraint will be required very early.

Senator Prox»ire. You say we should do it, but it is less likely we
would do it. We can act more promptly in the monetary and control
area.

Mr. Katraax. That is correct, Senator Proxmire.

And, finally, I, therefore, feel that we should consider this latest
International monefary move as just one of perhaps a number of steps
that ultimately may lead us to a better international monetary ar-
rangement.

Senator Proxarire. What is the next step ?

Mr. Kaurmax. The next steps arve trade talks, and very serious
talks, on the realinement of the trade situation. This is the tough part.
We are dealing now internationally with partners that are more equal
than they were when the Bretton Woods Agreement was reached and,
therefore, the bargaining is more difficult.

Indeed, the one item that we can perhaps export with great abun-
dance and most efficiently, farm products, are not acceptable in most
of the free world. That attitude has to be changed and, therefore, this
1s why I think the period ahead is still going to be a volatile period for
the international currency markets.
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Senator Proxyre. All right. Now, let me quickly move to the other
gentlemen, too, include them both in this, and ask you to comment
on this.

All three of you, I understand, believe that phase III in your view,
is too weak. It 1s not strong enough. It does not have sufficient force so
we need a stronger wage and price control program.

You all seem to feel we will have a rapidly expanding economy at
least in the first half. Mr. Kaufman and Mr. Lewis felt after that
the economy might tail off, and Mr. Lewis felt we might even have a
recession. In response to this, Mr. Lewis and Mr. Suits felt we should
bhe concerned not only about the inflation aspect but also about continu-
ing to diminish unemployment by manpower training programs.

None of you call for any increase in taxes, none of you call for any
tax reform program perhaps because you feel, as Mr. Kaufman indi-
cated, on some of these other things. it would just take too long.

At any rate, would you agree with me that the fundamental prob-
lem we now have as far as the dollar is concerned, is inflation, and
that we have to get inflation under control either with controls or a dif-
ferent kind of a fiscal policy. tax policy, something of this kind, if we
are to meet the threat to the dollar in any permanent way.

Mr. Lewis.

Mr. Limwis. I certainly agree that inflation is a serious problem, not
primarily because of its international aspects but because of its domes-
tic aspects, because I think, with the kind of inflation we have now, it
is going to be increasingly difficult to reach acceptable levels of
unemployment.

T agree completely with vour suggestion that this devaluation could
be inflationary if it were to stick. Devaluations are generally infla-
tionary, other things being equal, and T see no reason why this one
should be any different. But, as I said in my oral statement, I do not
really see how this can stand. You see, T think what we are witnessing,
what we have been witnessing, in the last few weeks is not a funda-
mental disequilibrium but rather a highly speculative flurry, and if I
am correct, then we are going to sce the speculation reversed.

Senator Proxarre. That is an interesting reaction because I have
been struck by this and manv others have. The Secretary of the Treas-
ury pointed out that our inflation record is better than that of Japan,
France. England, or Ttaly or other countries and this has been true for
at least the last couple of vears, especially last vear, and yet we are the
ones who seem to have a currency, that is under pressure, so that the
speculative action in that sense does not seem logical. How do vou ex-
plain it? Are they discounting the future? Does it look as if now we are
going to move into a more inflationary situation ¢

Mr. Lewis. Well, when you are talking about speculative movements,
either in international currency markets or on the stock market, it does
not. take very much to get a number of people with big blocks of money
all betting in the same direction simultaneously. My personal interpre-
tation is that some people read the relaxation of price-wage controls in
phase TII and said. “Hah, hah, more inflation. and more inflation
means worsening of the U.S. trade balance.” Therefore, they began
betting against the exchange rate.

But I think that is a very simplistic reading of the situation be-
cause T think the real consequences within not too many months, is the
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increase, the intensification of inflationary pressures that the relaxa-
tion of controls is putting in motion, and that the real consequence of
that will be a slowdown in demand here, which is favorable rather
than unfavorable for our trade balance. )

Senator Proxarre. Mr. Suits, you gave us a very strong position on
stimulating employment and recognizing our obligation to those who
are unemployed and not neglecting their position. How do you square
that kind of position with the fact that the dollar does seem to be
under pressure, that we do seem to have inflationary elements? We
have expanded our Federal spending enormously, the President has
- asked for a 7lh-percent increase, $19 billion in one year, Congress does
not think it is enough, many Members of Congress, how do you recon-
cile your program as a policy to helping people who are unemployed
as a keystone with an effective anti-inflation program? Do you rely en-
tirely on controls? How do you answer Mr. Kaufman’s position that
controls do mnot work if you get too much pressure on them
from demand ?

Mr. Surrs. I think I would prefer to say that the danger element in
the situation is neither inflation nor unemployment but the tricky
trade-off between inflation and unemployment.

As I read the statements about fiscal policy and the need to control
the economy this year or to apply the brakes, I read that as a euphe-
mism for a higher level of unemployment, and I do not believe that
that is the way we should do business. I do believe that we should free
our policies from concern with this trade-off.

For example, it wonld be much preferable if in establishing the
budget of the United States, which is after all ultimately a statement
of what the U.S. Government should do in governing the affairs of
this country, if we could free that policy from concern about these
overall magnitudes; that as it stands now, 1f we go too far in one direc-
tion then we find that while we have reached a position in which every-
body who wants to work has a job, that same position means that
prices are rising at an unacceptable rate, that in order to prevent that
then we limit what the Government of the United States should do,
not because there is less show of social need, not because there are
fewer things that the Government needs to do, but because we have this
strange phenomenon of rising prices. I prefer to break the relationship
hetween those two things so that we can free the policy of the Govern-
ment of the United States to govern the country, which is ultimately
what it is designed to do.

Now, I do think in all of this that the role of the international posi-
tion of the dollar has been greatly distorted by the fact that we talk
about the dollar. This is not a problem of the dollar at all. What has
happened this morning is that the price of foreign currencies, the yen
and the mark and the Swiss franc have been raised about 10 percent.
Now this has nothing to do with the dollar which we use for buying
and selling things here in the United States at all. What it has to do
with is the cost of imported goods and services. True enough. if 1
wanted now to buy a Volkswagen or buy a .Japanese radio or buy
some British woolens or a bottle of Scotch it will presumably cost me
more than it did before because, in my view—and here I differ with
Mr. Lewis—the dollar has been overvalued for this purpose for a long



296

time ; T have been getting all kind of bargains abroad with my dollar
because it will buV much more than it rem]lv ought to buy.

So that indeed. this change in the price of foreign currencies will
raise the cost of these 1mports to me and to that dem ee will, of course,
increase the cost of my living. But thls 1s only I‘eCt]fVan‘ a bargain
that T have had for the last 10 years in getting much more for my
money if I would buy abroad than I really 01wht to get.

Senator Proxaare. My time is up, Mr. Chairman.

Chairman Pataax. Mr. Widnall.

Representative Wm~arL. Thank you, Mr. Chairman.

I have just heard the news, I do not believe it has gotten to you vet,
that in the first 45 minutes of trading on the New York Stock Ex-
change over 6 million shares were tr aded and the Dow Jones averages
went 1 up over 20 points.

How do you interpret that. influx of foreign money or specuhtors in
this countly thinking that the decision made by the administration
has been a wise one?

Mr. Kaufman, would you answer, please; T would like all three of
you to comment.

Mr. Kavrarax. Mr. Widnall, T think that reflects several things.
First of all, an uncertainty has been removed for the time being and
the uncertainty was the viability of the international currency markets.

As T indicated before, the ]nﬂow of foreign money into our equity
markets probably has started again. Tt was substantial for a good
part of the sccond half of 1972. it was completely halted in Tate
December and throughout January. The accumulation of dollars
abroad in private hands is substantial and, therefore, this is bound
to be a plus factor for the equity market for the near term.

Second, T believe that the market is interpreting this as an addi-
tional economic stimulant, again for the near term. and that the likely
slowing of imports and the enlarged volume of economic activity will
have to be serviced by our domestic business structure.

And I believe, third, that the market, therefore, feels. that this
allows us some leeway on the price and wage structure, rightly or
wrongly and, of course, a 20-point move of Dow Jones, of course, re-
flects a substantial amount of participation and does not necessarily
signify any indication of what the ultimate outcome of this situation
may be.

T think it is a response that reflects partly near term cuphoria and
the other developments which T just mentioned.

Mr. Lewis. If T knew how to interpret 20 points in the Dow .Jones
in 6 minutes T would be a multimillionaire vacationing in the Carib-
bean and not be testifying here today. T do not mean that facetiously,
but I do not know how to interpret such things.

Representative Winyarnn. May 1 interpose this question ? Would that
not indicate to you some kind of restoration of confidence in somebody
somewhere to have that pentup demand show itself that carly in the
market?

Mr. Lewis. It would appear that way, yes, sir.

Representative Wi~NarLL. Mr. Suits.

Mr. Surrs. The whole question of values in the stock market. of
course, is basically built on expectations. And not my expectations but
my expectations about your expectations, and not your expectations
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but your expectations about my expectations. So that ultimately the
value of stocks depend on what you think I think you think I think.
[Laughter.] If we knew just where to stop in that cycle we might
come out very well in speculation. But news is news. I have noticed
that all scholars of the stock market are prepared to explain exactly
what happened as soon as they know what it was and I am sure if the
market had gone down 20 points instead of up 20 points we could tell
you why that was so, too.

Representative WinxaLr. In other words, you believe there are a lot
of grandstand quarterbacks that are active in interpreting the stock
market.

Mr. Surrs. Yes; I think so.

Representative WinnaLn. T appreciate the frankness of the state-
ments made by all three of you witnesses this morning. I was asked
before I came in here as to what T thought about the action of the
administration. In part, I answered by saying that there were really
very few experts when it came to foreign exchange and balance of pay-
ments and that I wished that the American people knew more about
it, that the Members of Congress knew more about it, and also a lot of
the members of the press knew more about it, because I think that we
get some very strange viewpoints many times from all segments of the
public; it is a very tricky situation. It requires considerable expertise
to understand money and its balances and its changes and fluctuations,
and a lot of us feel sort of hopeless when it comes to what did happen
or what is going to happen.

Now, I think you have honestly given your own interpretations of
the situation that we have now in the country and I am grateful that
the committee has the benefit of those remarks.

I would like to ask this question of all three of you. What do you
thi7n1§ an appropriate growth rate in the money supply should be for
19732

Mr. Kavraax. Well, T would assume that the monetarists would
say somewhere from 4 to 6 percent. However, T think that is a very
simplistic answer to a complex credit market and a complex economic
system. T assume that the Federal Reserve will move in that direction
but I also believe that this committee and the country must recognize
what that will ultimately entail.

In a strong economic market where there are strong credit demands,
a slowing of the availability of credit as expressed in the money sup-
ply is going to produce substantial increases in interest rates this year.
I think that is going to be unavoidable and, consequently, these sharp
rises in interest rates, in an attempt to slow down the money supply.
are going to be difficult decisions confronting the Federal Reserve
in the months ahead because there is no one today who is willing to
slow down his demand for eredit rather willingly. Indeed, that slow-
ing of credit availability will have to be coerced and that can only
come about through rationing processes either of the quantitative
kind of or the qualitative kind. .

Representative WmxarL. Mr. Kaufman, that was going to be my
next question, what would be the effect of such agreement on the
interest rates.

Mr. Lewis, would you now give us your interpretation?
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Mr. Lewss. Yes, sir. I believe we have something like 8-percent
growth in money supply last year. That was too much, and I think
an appropriate policy for this vear would be to try to bring that
down. But if you brought it down sharply, you would risk this
recession that I have been talking about, and therefore any modera-
]tion of monetary growth should be very gentle, 7 percent or something
ike that.

Now, that, unfortunately, amounts to accepting a lot of inflation,
because I think that is built into the situation at this point. Also, I
think 7-percent money supply growth would mean escalating interest
rates.

Representative Wioxarr. Your comments, Mr. Suits.

Mr. Surrs. I think the question had best be posed in terms of
overall controls. If we control the economic system by taxes and ex-
penditures then, of course, the monetary policy that we can pursue
1s more or less freed.

Now, in general, interest rates rise when the money supply rises
more slowly than the total value of output of goods and services;
that is, the ratio of money supply to GNP is a key indicator in what
is going to happen to interest rates. So that if the money supply rises
more slowly than GNP, say, something like 10 percent this year, we
will certainly see increased pressure on interest rates.

Now, this would be moderated to the extent that we had higher
taxes or lower Government spending as an alternative to controlling
the economy, by means of high interest rates.

After all, we cannot get everything out of the economy that we
might all want at the same time, and if something is to check the
demand in some segment, it must be either the Government depriving
vou and me of purchasing its own demand for goods and services or
it will have to be higher interest rates to check the purchases by
corporate borrowers, State and local borrowers, and consumer house-
hold borrowers of bank credit.

Representative WipNaLL. One further question of all three of you.
What is your estimate of the gross national product growth during
1973% What would such growth do to the unemployment rate by the
year end?

Mr. Kavryan. I believe the gross national product this year will
increase probably around what the consensus forecast now seems to
be, $115 billion, but I also believe that a lot of that will come in the
first 8 months of this year, and very little of it will come in the closing
months of calendar 1973. T believe that the GNP deflator attached
to that is going to be higher than what is now generally estimated,
aronnd 3- to 3l4-percent range. I believe it will be around 4, 414
finally, and I believe, as T said in my oral statement, that the un-
employment rate as a result of the strong momentum now will fail to
414 percent by about midyear.

Mr. Lewrs. I would identify myself with Mr. Kaufman’s remarks
almost precisely.

Representative WmxaLL. You would agree with that?

Mr. Lewis. Yes.

Representative Wm~aLL., Mr. Suits,

Mr. Surrs. I think that I would expect the gross national product
to grow about 7 percent in real terms, and allowing 3 to 314 percent
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inflation, this should bring the unemployment rate to around 4.2
percent by the end of the year.

The question of inflation is more a question of lags than it is of
the underlying pressures. The underlying pressures will certainly be
there and are materializing now. The question rather is how long
it takes before those underlying pressures exhibit themselves in actual
price increases, and I do not think that we will find any noticeable
increase in the rate of inflation before year end.

Representative WmxarLL. Thank you, Mr. Suits. Mr. Chairman,
my time is up.

Chairman Patman. Mr. Reuss.

Representative Reuss. Thank you, Mr. Chairman. I note at the
press-radio table the presence of a very distinguished radio com-
mentator, H. R. Gross of Towa, whom we are very honored to have
appear here, and I am sure if he wanted to join us here the Chair
would be delighted to invite him up.

Chairman Parman. Certainly.

Representative Reuss. Pending that decision, I want to thank
the members of the panel for some extremely helpful testimony.

You three, each in his own way, have stated repeatedly that in
your judgment, phase IIT is simply not adequately anti-infiationary,
and that 1n its present form it is a mistake to relax controls to that
extent.

I wonder if the House Banking Committee, which is shortly going
to be asked to consider the basic legislation for phase III, would not
be doing a public service if it asked the administration to redo phase
II1, to tighten and toughen it, before asking the Congress to act on it.

It seems to me a mistake has been made, a mistake incidentally,
which played no small role in bringing about the international mone-
tary crisis from which we have just partially extricated ourselves.

What do you think, gentlemen ? Would it not be a good idea to serve
notice, since there are 215 months before the legislation expires, for
the administration to do some rethinking?

Mr. Suits.

Mr. Sorrs. Your proposal, Mr. Reuss, is sound. I would only make
one additional suggestion. I wonder if it would not also be advisable
for the committee itself to undertake a study of this problem. I think
we tend occasionally to—I was about to say, let George do it. Shall
we say let Dick do 1t? When we really ought to do the job ourselves,
and I would like to see the committee undertake a thorough and exten-
sive study of the entire problem.

Representative Reuss. Well, I agree completely. In fact, the com-
mittee, under Mr. Patman’s direction, through its staff, is now doing
that. But I would point out that Congress itself can go only so far in
the adequate implementation of price-wage controls and, therefore, I
take it, you agree with me that a firm notice to the administration that
it is expected to buck up its part of the undertaking would be in order.

Mr. Sorrs. Yes.

Representative Reuss. Your answer would be “Yes” ¢

Mr. Surrs. Yes; by all means.

Representative Reuss. What would you say, Mr. Lewis?

Mr. Lewis. I certainly agree that phase IIT ought to be tightened
very significantly, and that Congress should do everything in its power
to bring about such a tightening.
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Now, just what powers the Congress might have in getting the ad-
ministration to do that you are far more expert in than I am, but I
would say any handles you had, fine.

_Representative Reuss. I thank you gentlemen for those answers, and
since the chairman of the Banking and Currency Committee is right
here I would ask you, Chairman Patman, to consider informing the
administration that their phase III has been demonstrated to be in-
adequate in the marketplace of world opinion, and that it would be-
hoove them before asking your committee to consider it to retire a while
and see if it cannot repair it and make it meaningful. I would hope
that you would consider that.

Chairman Paraax. I would think it would be considered, but after
conferring with our whole committee.

Representative Reuss. Of course.

-Another aspect of your testimony, which I thought was very inter-
esting, was the general expression, particularly by Mr. Kaufman, that
we may be running into a situation where there may overheated ac-
tivity with inflationary consequences in the capital goods industries
here at home. That is your fear; is it not?

Mr. Kavrman. Yes, that is correct, sir. I believe that we have now
generated a boom which is going to be very difficult to sustain by either
new legislation, or by new fiscal or monetary actions. We have missed
to some extent our timing, and if we are going to do anything we ought
to prepare for the next round, and economic measures by Congress
ought to be designed to make our economic markets more competitive
and remove some of the rigidities on the business side and certainly
on the labor side.

We also ought to look at our unemployment situation in more of a
nonpolitical way. We ought to make the unemployed more eflicient, so
when they do come into the labor force they contribute substantially
to productivity.

T think we should have reached that age of maturity in our Govern-
mental decisionmaking process. I feel that we have missed the se-
quencing and, therefore, it is very important that the next time around
we are better prepared.

Representative Reuss. I thank you for your remarks and particu-
larly for your references to the need for structural improvements.

On this question of the overheating of business plant and equip-
ment investment which we are now confronting, would not it be an
excellent idea to repeal or at least modify the present rapid deprecia-
tion schedules and the investment tax credit which are in large part, if
we are to believe the administration, responsible for the tremendous
overheating of this, the most inflationary section of the economy ?

Mr. Kaurman. I know that that has been suggested even by some
monetary authorities. However, particularly in view of the interna-
tional monetary situation, there is every need now to have our domestic
business machinery highly productive and highly efficient and, there-
fore, if we do slow down a business boom in plant and equipment,
which we have not had for some time, we have to ask very carefully
what sector of the business community ought to slow down that kind
of a boom or should it be universal. T believe if it were universal it
would again retard our efficiency internationally. '

. Representative Reuss. Well, but is it not a fact that the present rapid
depreciation and investment credit are blunderbuss weapons that, in-
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stead of concentrating their favorable effect upon high technology
industries, the kind of things which can really bring us back into the
world, spatter their energies on the relevant and irrelevant alike. Thus
a brothel owner in Nevada, for instance, is given an investments tax
credit for new beds. Surely this cannot really improve our world
bargaining power.

Mr. Kaurmax. I would hope not in this area. [Laughter.]

Representative Reuss. Should we not get rid of the foolishness and
if we are going to have tax bonanzas should we not tailor them at the
kind of high technology, high productivity, industries where America’s
international future really lies rather than spatter them among the race
tracks and brothels, as we now do?

Mr. KavrMman. I would agree. They should be channeled into the
efficient areas of this economy.

Representative Reuss. Thank you, gentlemen.

Mr. Suits. ‘

Mr. Surts. Mr. Reuss, this is a good example of what T was talking
about just a moment ago. The question of what depreciation schedules
should be, what tax rates should be, are important, matters of grave
concern to every taxpayer and every citizen in the United States. But
it is anomalous to have this grave question of equity tied to the ques-
tion of the level of unemployment or inflation. I think until we get to
the point where we can separate these two questions then we are in-
variably tied up with using these blunderbuss weapons which have all
kinds of absurd consequences merely because we cannot pinpoint the
objectives which we want in terms of tax equity and fairness, because
we always have to look over our shoulders at who is out of a job or
which prices are going up.

Representative Reuss. Mr. Lewis, I thought you did a particularly
good job of getting yourself out of the Phillips curve. Your sugges-
tion for getting out of the Phillips curve is to use public service
employment, which would not cause inflation in the inflationary-prone
segments of labor, to get our unemployment down, and price-wage
controls, a meaningful phase III, to get ourselves out of the inflation
syndrome without just adding to unemployment.

I think that is the way of the angels and I am glad that you arc
leading.

Mr. Suits, you commenced a very interesting little catechism of who
has been benefiting from an overvalued dollar in recent years, and
you pointed out that somebody who has been able to buy a Japanese
car at a discounted value because of the under valued yen has been
benefiting. That is certainly true. It’s also been true, has it not,
though I certainly don’t begrudge it to most foreign travelers, that
Americans who travel abroad have had a rather easy time of it, and
that many of us will now have to start seeing America first, but that
won’t hurt either. Wouldn’t you agree ?

Mur. Surrs. I completely agree.

Representative Retss. Would you also agree that the great multi-
national corporations may have had an unwitting and undeserved
subsidy from the average American, because they have been able to
expand abroad and buy up plant and equipment all over the world
with 70-cent dollars at a discount and thus fracture American jobs
at home more than would have been the case with neutral exchange

rates?
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Mr. Svrrs. That is exactly true.

Representative Reuss. Is it not further true that military swash-
bucklers, whether retired college professors or real ones, have been
able to carry on foreign wars or the threats of war on the cheap
because they were able to buy up bases and conduct other foreign
operations with discounted dollars?

Mr. Surts. That is true.

Representative Reuss. Therefore, won’t it in general be a happier
world if things in the international monetary field are allowed to float
at least to the extent that last night’s negotiations enable them to float
and, better still, if we could get our French and German friends to
see the light and join in the common floating exercise?

Mr. Surrs. That is right. The floating currency means essentially
we can return to a regime in which Americans can make the things
that Americans can make efficiently, and sell them abroad, and that
Americans can buy abroad those things which can be better made and
more efficiently made abroad. '

We have for some time now been losing American, efficient Ameri-
can jobs to foreign countries not beeause they are more efficient than
we are, but merely because of an artificial differential in the buying
power of the dollar.

Representative Reuss. Amen. Thank you very much.

Chairman Pataan. Mr. Carey.

Representative Carey. Thank you, Mr. Chairman.

Mr. Suits, I am interested in your concern that the shape and direc-
tion of manpower training, and educational upgrading programs will
have on those who are feeling inflation’s rather cruel and severe effects.
They will continue to be unemployed, job opportunities will not
eventuate and they will feel the impact of whether it is excess demand
inflation, cost-push inflation, expectational inflation or combinations
of all three.

You have seen the President’s budget in summary I believe and
probably have looked at it in greater detail than T have, but isn’t the
impact of the Federal budget this year going to be less than satis-
factory in terms of employment opportunities? One, the programs
that are being cut, the programs that are assigned for reduction or
dismantling, are in many cases the programs which picked up the
least trained or most untrained workers and put them into the employ-
ment system somewhere. Aren’t they going to be the first then to feel
the impact of these cuts?

Mr. Surrs. Yes. I think the structure of the President’s budget and,
indeed, the structure of the President’s cutback of the present, budget,
are precisely in the wrong direction; that is, they are affecting pre-
cisely the people that we should now be exercising the greatest concern
about, and are worsening the overall problem of controlling inflation.

Representative Carey. It is the overall problem impact on those
least able to bear the loss of these programs which is my concern here.
I think we share that.

Isn’t the situation worsened by the fact that when we had the 8
percent devaluation of December 1971, price controls and wage con-
trols were in effect? Under phase 3, I doubt if they are in effect to
the same extent or will be, so even those safeguards which were avail-
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able to the consumer on the secondary effect of the devaluation, as of
December 1971, are not now in effect today.

Now can you say that this devaluation will be of negligible impact
in this country? That is what’s been broadcast today by administra-
tion spokesmen and friendly commentators.

Mr. Surts. I think negligible depends on where you sit. If I am an
importer, if T am a Volkswagen dealer, I am unlikely to think that
it is negligible.

1f T am contemplating, if I were contemplating last week buying
an imported Japanese car I probably wouldn’t think it was negligible,
and if T were contemplating a trip to Europe next summer 1 would
probably not think it were negligible.

But if we take the overall view, imports amount to about 5 cents
on the dollar of final goods and services in the United States. Of these
perhaps two-thirds represent costs to the final consumer, so that we
have something in the neighborhood of 2 or 3 percent perhaps if it
is spread over everybody.

But I do think we have to recognize that we have been importing
Volkswagens at a very special bargain to the American consumer and
that really part of what is going on here is rectifying the buying power
of the dollar so that the Volkswagen is not a special paper bargain for
something that has nothing to do with production costs or basic
productivity.

Representative Carey. I don’t worry about dollar value rectifica-
tion where a man has considerable equity funds in hand, where he
can move into the stock market and experience a 20-percent, 20-point
increase in his equity when he gets there fast enough this morning.
He can offset the effect of inflation. That is exactly what he is doing
right now.

But I do worry about the fellow who has few or no dollars. Some of
those may be among the veterans who are now returning, and many
of them will be, certainly they are, among those who have at last
found their way into the employment system.

Now, the purpose of this committee 1n its inception, 27 years ago was
to go in the direction of full employment and quarantee it. What is
wrong with what was suggested by the administration when it was
wedded to the notion of welfare reform? I suspect that notion of wel-
fare reform has gone off to India with Ambassador Moynihan for the
time being, but what was wrong with the notion that in return for
family assistance there would be a guarantee of employment ? That was
inherent in the welfare reform bill. Many people forget that. It was the
expression of the work ethic in tangible terms that we would guarantee
a job.

JNow what could be better than guaranteeing a job if we are going
into a new inflationary push ? We are going to have problems of credit,
and if the effect of the Federal budget will be a reduction in numbers
of people who are federally connected or secondarily federally im-
proved by employment. What could be wrong with expressing that
guarantee of a job, either through public service employment or phase-
up employment, or job development in real terms where industry gets
the credit or depreciation rank rehabilitation in exchange for providing
a job. Why don’t we express that in terms of what we should do in
Congress? '

93-752—73-—3
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Mr. Suirs. I think we should.

Representative Carey. All right.

Tsn’t there another reason for the wage settlements that Mr. Kauf-
man foresees will be more difficult now? Is there any possibility that
this whole problem of the difficulty of reasonable wage settlements is
bound up in the latest administration decision? I read with interest
that the President was accompanied in his return from the Western
‘White House to the conference with Secretary Shultz by Mr. Fitzsim-
mons. of the Teamsters Union. I suspect that he advised the President
to go ahead with the devaluation, and I appreciate that advice, but
isn’t it probable that we are going to have more difficulty in reaching
reasonable wage settlements now by reason of the expectational infla-
tion or whatever the reason may be in the months ahead ? Doesn’t that
pose a problem for Congress in terms of the impact on employment ?

Mr. Kaurman. Well, I believe, as I stated before, that this will be
a difficult year to reach reasonable wage settlements. The economy is
booming, the demands for labor are strong, the effort now to slow
down imports certainly is going to increase domestic demands and, to
some extent, contribuie to inflationary pressures. Consequently, the
Government is going to have to yield a very big stick in the months
ahead if we are going to achieve reasonable wage settlements. That
is difficult to do in our society when you have two powerful forces
confronting each other which are labor, on the one hand, and business,
on the other hand. It would require really disciplining policies by
Government that should have been initiated sometime ago when the
recovery stage was in process. We should have really moved at that
point in time to remove the rigidities in our business and labor struc-
ture, and we have not done very much in that connection.

Representative Carey. Well, anticipating the difficulty of a reason-
able wage settlement which is so desirable, is 1t not true then that this
is going to be an added and complicating factor in what kind of infla-
tion we are going to have. The wage settlements that will result will
be inflationary unless something else happens.

Now here is what concerns me. Many people paid attention to the
devaluation news, but accompanying that was an announcement by
the administration that they are prepared to send up now a trade
bargaining bill or some kind of a trade policy bill which we can only
speculate about. If I size it up correctly it would give the President &
broad grant of powers to deal with, either in terms of nontariff bar-
riers or the actual imposition of quotas or both; deal with the imbal-
ance of trade and do so in a way that could be exceedingly
protectionist.

Isn’t that going to contribute to inflation ?

Mr. Kavraax. The extent to which imports are restricted by the
United States, in the immediate future it will contribute to new
demands on the domestic economy.

I would agree that this has some inflationary impact, as the Secre-
tary of the Treasury said last night.

Representative Carey. Foreseeing, agreeing then that those who
are conducting the economy at this time foresee inflation, that it is going
to be with us, that we have scanty mechanisms to deal with it, 1 cer-
tainly concur with my colleague from the Banking and Currency
Committee, Mr. Reuss, that we had better take a hard look at phase I11
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and make certain it has a good dental therapy element in it before we
hand it back to the President in some toothless form.

Thank you, Mr. Chairman.

Chairman Paryax. I wonder, I would like to ascertain the wishes
of the committee. Should we adjourn soon ?

Senator Proxayre. This is such a good panel I would like to have
an opportunity to ask some questions.

Representative Wip~aLr. I have just a short question, Mr. Chairman.

Chairman Parya~. What about you, Mr. Carey. What about you ¢
How much time would you want?

Representative Carey. I think I have exhausted my level of erudi-
tion for this morning, Mr. Chairman, I would rather listen.

Chairman Paraax. All right. How much time would you want? T
will yield to you for 2 minutes, Mr. Widnall. And give Mr. Proxmire
20 minutes and we will adjourn.

Senator Proxmire. OK.

Representative WipxarL. Mr. Kaufman, shouldn’t we, as a conse-
quence of yesterday’s devaluation, expect upward pressure on interest
rates, and won’t the consequences of such increased domestic interest
rates be a large inflow into the United States of eurodollars causing
still more pressure on our interest rates?

What can we do to protect ourselves from these large dollar inflows
and the resultant effect upon our interest rates?

Mr. Kauraan. Assuming that the rest of the free world now comes
to the conclusion that we have reached a viable monetary situation for
the near term, money will be coming in from abroad, one, through
equity investments and, second, some of the dollars that have accumu-
lated in the hands of foreign central banks and governments in Japan
and in Germany will probably still come into the U.S. Treasury, either
through the form of nonmarketables or, as the Japanese have done,
through the purchases of marketable U.S. Government securities.

That, of course, would increase the inflow of funds here, be a de-
pressant on bill rates. As you know, last week bill rates fell rather
dramatically as a result of the fact that foreign official money had to
be invested 1n U.S. Government securities.

Then the question arises, after this initial impact is over, will the
private sectors in Europe demand new dollars and begin to unwind
some of the dollar holdings in the hands of foreign governments and
foreign official institutions. When that materializes I would assume this
1s going to place upward pressure on short term interest rates here,
particularly on the bill market.

There s a need, as perhaps is suggested by your question, that we also
begin soon discussions with foreign countries concerning the funding
of the dollar liabilities held in foreign official institutions. The short-
term dollar claims are very large, and there is every need now to en-
courage foreign governments and foreign central banks to take some
of those short term claims and accept for them longer dated obligations.
particularly U.S. Government obligations of the nonmarketable kind
but with long maturities. It would help to stabilize our monevy market
domestically if such an event occurred. We have not pressed hard up
to now to do so.

Representative Wipxarr. Mr. Kaufman, following that up, doesn’t
the existence of this large supply of Eurodollars make it extremely
difficult for the Fed to control the money supply ?
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Mr. Kaurman. Yes, it does. It complicated the situation, there is
no doubt about it, because one of the events that is likely to materialize,
as the Fed slows down its availability of money domestically is that
commercial banks here will again enter the market to bid for the
Eurodollars abroad asa source of funds.

Representative WipxarL. Thank you very much.

Chairman Patman. Mr. Proxmire. Thank you, Mr. Widnall.

Senator Proxaire. Mr. Kaufman, I am happy that you pinpointed
a serious mistake that we have made in our anti-inflation policy, because
I think it is so important, its been badly missed by all of us. We had ex-
pert witnesses appear last year who said the crux of whether or not we
can get inflation under control is the performance of the economy in
terms of prices in the first quarter of 1973, because this will set the
basis on which negotiations involving some 4 million workers will
be involved and, much more importantly, the pattern of wage settle-
ments for the next 3 years or so because, of course, this will be a 3-year
determination, rubber workers, auto workers, and many other workers.

Now, it appears on the basis of your analysis, confirmed by Mr.
Lewis and Mr. Suits, that we are in great danger of a sharp increase
in the price level in January, February, March, and April.

In view of what happened to wholesale prices in December, and in
view of the phase TII situation, in view of the international situation,
there is every reason to expect that we are probably going to have an
increase in prices.

Now, as you properly pointed out, phase IIT is likely to be a little
long term before we get on top of this. What can we do, what would you
do. if you were President of the United States or were in position of
power in the Congress, what would you do to try to meet this very, very
tough problem?

Mr. Kaurman. This is a difficult assignment, to say the least. But
there are a number of things that would have to be done immediately.
One is to inform the markets at large that excesses will just not be
tolerated ; that we will have to illustrate and use an example very soon
of a governmental tough policy as we go into price negotiations and
into wage negotiations.

T think the Federal Reserve, as it has already demonstrated, is try-
ing to telegraph to the market that it is going to be very disciplining
in the months ahead.

Senator Proxare. Is there any additional legislative authority we
could give the President or that we could provide, because you are
going to have a situation in which, say, the cost, of living goes up at an
annual rate of 5 percent or 6 percent and, during this first quarter, it
is going to be extraordinarily hard to get these people to accept a
guideline of 5% percent. It would mean no increase at all in real
income after the inflation bite.

Mr. Kauraan. I think there is another measure, and that is for the
Congress and the administration to act quickly to improve the market
structure, not in terms of going through the legislation, which is diffi-
cult to do, but to make a decision that we are going to have more com-
petitive cconomic markets, and to proceed very forcefully. I think this
would certainly shake up expectations.

Senator Proxyire. Well, you said that. It is a good statement, we
all pay homage to it, you know.
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Mr. Katraaw. Itis.

Senator Proxyire. We all like to see effective antitrust action. Every
administration has said they believed in it, nobody ever does anything
about it.

Mr. Kauraan. That is correct.

Senator Proxarire. We have a situation which is not much better or
worse than it was 5 or 10 years ago. The administration has recom-
mended very little in the way of what we can do in specific terms in the
Economic Report.

What do you mean by improving the competitive situation in the
markets? Do you mean we should have some action with respect to
organized labor, make them subject to the antitrust laws?

Mr. Kavraax. That is correct. T think the labor practices should
become more competitive, business practices deserve to become more
competitive.

Senator Proxmire. We are not going to do that, I don’t think we
should. But even if we did T am not sure we can do it without a con-
stitutional amendment in view of the Danbury Hatters case, but I just
don’t think this Congress—you could et 10 votes in the Senate for
making labor unions subject to the antitrust laws, maybe you could, I
doubt that you could, or 10 votes in the House.

Mr. Kavrman. Well, labor markets should become more accessible to
all. After all, conditions have changed since the Employment Act. It
was written 1n 1946. We are a different society than we were in the
1930’s and in the 1920’s. I think that has to be recognized by Congress
and by the administration.

‘We have a more structured society, and we have to make up our mind
whether we are going to have a country that will be increasingly con-
trolled or a society that is going to become somewhat freer, and I think
we are on the brink of having to decide this.

Senator Proxmire. All right.

Let me ask both you and Mr. Lewis, because you are the two who
seem to indicate that you anticipate either a slowdown in the case of
Mr. Kaufman or recession later in the year on the part of Mr. Lewis.
You cite the restricted nature of the Federal, State, and local budgets,
the possible tapering off of the investment boom, the fact we have a
tremendous increase 1n Federal spending in the first quarter, first half
of the year, and then it tails off badly. What can we do about this? We
have this refund problem, I doubt if we can do much about this, un-
less we perhaps make some kind of saving available to those who would
get their tax refunds back.

Mr. Kaurman. Well, certainly it is quite a peculiar situation when
you have substantial tax refunds coming at a time of a booming
economy.

Sena,ztor Proxmire. And they are enormous, what are they, $10
billion ?

Mr. Kaurman. Well, as you know, the total refund has been
estimated as high as $20 to $24 billion, but the amount that actually
may be taken down by the public could be anywhere from $10 to $15
billion.

Now, we were aware of this tax refund coming quite some time ago,
and it certainly would have been in the best interests of fiscal policy
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to have tried to slow these refunds at this time when the economy is
booming.

Now we have missed this. It is going to be much too late to tackle
that particular problem.

Now, there will again be tax refunds coming a year from now, and
we have not resolved that. I think Congress ought to consider the situa-
tion of substantial tax refunds in the first quarter of every calendar
year. There has to be a decision made whether this kind of temporary
forced saving is in the best interests of the economy, to the credit
markets or to the U.S. Government market.

Additionally, it seems to me that we have to tackle this question of
what is our theory of Federal agency financing. We have none. There
is a Federal financing bank that has been recommended but, as you
know, we have debudgeted many of the budgeted items after we
reached the unified budget concept a number of years back.

I think it is time that we adopt priorities. Not everything can be first
in the United States, and I believe that we ought to begin, as I said,
with a unified budget estimate for the year ahead, and that Congress
and the President work together in setting those priorities, and I
recognize that there are political questions involved.

Senator Proxmire. You think Congress should agree to a ceiling,
and do so rather promptly, because that might have a good expectation
or psychological effect particularly on spending.

Mr. Kaurnmaw. Absolutely.

Senator ProxmIre. Mr. Lewis.

Mr. Lewrs. Well, it is rather late in the business cycle and T am
not sure that there are a whole lot of tools available. I would not be
opposed to slowing tax refunds and, in fact, I don’t think it is too late
for that.

Senator Proxaire. How do you do it?

My, Lewrs, Pardon.

Senator Proxmire. How do you do it, slow tax refunds?

Mr. Lrwis. The Treasury can simply drag its feet in writing checks.
I mean the reverse of what they have done in recession periods in the
past. :

Senator Proxmire. Instead of waiting 6 weeks, wait 6 months for
your refund.

Mr. Lewrs. What T am proposing is not really any strange animal.
In previous recessions the Treasury has often deliberately speeded up
checks.

Senator ProxMire. Bureaucracy doing what comes naturally; that
is, slowdown.

Mr. Lewss. It has been done before. This is not a radical proposal.

1 would attempt to persuade the Federal Reserve that while the
rapid growth of money supply needs to be moderated somewhat, that
that should be done very gently. T would attempt to persuade the ad-
ministration that while the budget deficit needs to be moderated, it
too should be done very gently, and I would lean very, very hard on
prices with a much strengthened phase ITI, and I think that is about
the limit of what could be done at this time to try to slow the boom at
ghis late stage in the business cycle and avoid any sharp slowdown

ater.



309

Representative Carey. Would my colleague from the Senate yield ¢

Senator ProxMIRE. Yes. o

Representative Carey. I appreciate the Senator’s yielding. I want to
make the point that the record is quite clear in Congress concerning
the impact of the excess withholding on the economy at this time.
During recent hearings in the Ways and Means Committee on the new
debt ceiling limitation last fall and spring, at that time, it was the ex-
press viewpoint of Arthur Burns, Chairman of the Federal Reserve
Board, that this was a matter of concern and should be faced by the
administration. He recommended at least one device to slow the impact
of the big cash flow coming from the excess refunds. He suggested the
issuance of a Federal high interest rate bond to encourage savings by
the recipient of the refund. We were told at that time by the Under
Secretary, Charles Walker, that this was within the capacity of the
adminisrtation to do without legislation and they would contemplate
it. We were led to believe that some substantial solution would be
undertaken.

Viewing the present situation and the impact of the $15 or $22
billion flow of excess funds into the economy, I have to say the admin-
istration’s record on this is either one of indifference or apathy.
TPerhaps we will be led to believe they wanted to hold on to these
moneys. The administration did retire some debt obligation using,
I don’t know how they did it legally, but they used taxpayer’s excess
withholding to retire debt obligations when it suited them to do so.
They may even have wanted it for a slush fund to introduce into the
economy if it didn’t boom along at the rate they anticipated. I have
to say at this point that the record of the administration is somewhat
wanting in coping with what they had previously recognized as a
danger to our economy.

Senator Proxyire. Thank you very much.

Mr. Lewis.

Mr. Lewis. A couple of comments. Mr. Reuss asked earlier about
the investment credit. Although part of the problem is a very strong
investment boom. I would not be in favor of suspending that for
stabilization purposes. Now for long term resource allocation purposes
at another phase of the business cycle, fine. But it is a very clumsy
stabilization tool. We don’t know what precisely the time lags are
but to suspend the investment credit means a very large immediate
increase in the price of capital goods and that could be impacting on
investment decisions just when investment is beginning to moderate
anyway, and I would not recommend that.

There is another tool which we have made very little use of in this
country but at some time we might try to develop and that would be
some kind of selective credit allocations.

Senator Proxarire. Let me get into that because Mr. Kaufman spoke
about that, too. You talk about qualitative rationing of credit. If vou
are going to do that kind of thing I presume you might be thinking
of something that has enticed some of us to some extent and that is
considering a real crackdown on the rise of interest rates. You speak
of the inevitability of the increase in interest rates, that is inflationary
although it has a counterinflationary element, too, but one of the
biggest increases in the cost of living a year or so ago, a couple of
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years ago, was the rise in mortgage rates. At any rate what would
you think of rationing credit and also providing for a price fixing,
1nterest rate fixing in various areas.

Mr. Kauryman. Senator Proxmire, this may well come either out
of the current posture that we are seeing in the economy and in
monetary policy. Let me illustrate it. As you know, the Committee on
Interest and Dividends is trying to retard the rise in the prime loan
rate. That has two functions. One is a public function in trying to
hold down interest rates. The second function is one of monetary
policy implementation and monetary restraint.

Under the current system of holding down the prime rate and
letting market rates rise, an increasing number of borrowers will be
coming into the banking system as demanders of credit. As a conse-
quence, of course, the commercial banks are going to be loaned up
more quickly than heretofore.

Senator Proxmire. In other words, this jawboning of the prime
rates is a formula for seeing that your funds flow into the corporate
sector and even more away from housing and more away from State
and local, and so forth.

Mr. Kavrman. Let me not oversimplify that, but what I am saying
is that many demanders of eredit will now come into the banking
system. The banks will be loaned up more quickly under this approach
and will begin to ration. Then the question has to be raised by the
monetary authorities who will be rationed out.

Senator Proxmire. Right.

Mr. Kauvrmaxn, Under the current arrangement as it now exists,
with the prime rate at 6 and other market rates rising, those who have
financing alternatives certainly are oging to try to stay in the banking
system longer because of the financing advantage and, therefore, the
ones who may be rationed out are those demanders of credit who do
not have financing alternatives.

Senator Proxmire. Now, this isn't theoretical. We have a long
experience. What happens if the credit crunch hits housing, hits it
hard, hits it devastatingly ? That happened in 1966, it has in almost
every credit strain we have had, and 1t is inevitable because housing
1s so sensitive to rising interest rates.

Under those circumstances what would you think of having a policy
of an actual limit on the amount that corporations could increase their
borrowing by ?

Mr. Kavrman. Well, this question which you raise then gets com-
plicated by the fact that some demanders who are regional and local
demanders may have some alternatives. For example, the various
Federal credit agencies will attempt to supply money to finance hous-
ing needs. However, they will enter the public market as demanders of
credit, and consequently will contribute to the escalation of interest
rates.

Now, at some point in time, therefore, the Federal Reserve will be
faced with this dilemma. Who in the banking system should get the
money ? Who should not get the money? The Federal Reserve, either
through moral suasion efforts or through more formalized efforts, may
well have to send directives to the banks as to the allocation of their
new funds. That is not an easy thing to do. Who is to get the money
first? Who is to get it second? Are there going to be substantial
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restraints across the board for business corporations? Well, does that
apply to utility companies? Does it apply to the energy companies?
Very complex decisions will have to be made as to the order of priority,
and T think we are heading in that direction unless we can slow down
this economic boom very quickly.

Senator Proxarre. So 1f we can’t slow it down you think that might
be an alternative that might be considered although it would have
some very, very serious implications in the economy in the allocation
of resources.

Mr. Kauraaxn. Absolutely.

Senator Proxyire. All right.

Now, you suggest, Mr. Kaufman, a Federal Fiscal Stabilization
Board, and I welcome any kind of a new idea like this. It is helpful.
We have to do something about establishing a ceiling and giving a
little more flexibility perhaps in taxing.

The trouble with this proposal, however, is it takes from the Con-
gress a clear constitutional authority that the Constitution gives us,
and we are too weak as it is, and we are giving up too much as it
is. We would give to the President, under your proposal, the right
to appoint members to the Federal Stabilization Board which would
in turn have two powers, as I understand it: One, to raise or lower
taxes 1 or 2 percent, and the second, to recommend, although not put
into effect, a ceiling on spending.

Why shouldn’t Congress be able to do that itself? We have a Budget
Review Committee now that is active, 35 representative Members
of Congress, unanimously recommending that we put into effect a
spending ceiling. It may not be in effect until next year but we have
that kind of a basis; why should we give this up and share it with
the President or with any other group ?

Mr. Kaurmax. I believe that this would not be an abrogation ot
power by the Congress. I believe the members of this particular Board
should be jointly appointed and that Congress should have the say-
so as to who is going to be on this Board, and any administration
should also be able to submit candidates, and it should be jointly
agreed upon as to who the members are going to be, and Congress
should preserve the right to end this kind of a board.

Senator Proxyire. Why shouldn’t that Board be made up entirely
of Members of Congress appointed by whatever device the Members
of the House and Senate decide to select ?

Mr. Kauraax. I believe that there are some aspects of fiscal stabi-
lization policy that are difficult to enforce through the current setup
because there are strong immediate political pressures that bear down
on Congress, but that would not bear down on a Fiscal Stabilization
Board one step removed from Congress.

Senator Proxarire. We have this experience with the Federal Re-
serve Board. Theoretically, it is a creature of Congress, subject to
our overview, and so forth; actually it is much more sensitive to
any administration. The President appoints members to the Board,
they are there for 14 years, and presumably they are insulated, but
it is far more sensitive to the wishes of President Nixon and Presi-
dent Johnson and others than it i1s to Congress.

Mr. Kauryax. That is true, but you don’t have to have a Federal
Reserve Board whose members have terms of 14 years.



312

Senator Proxarre. For what?

Mr. KavraaN. Their terms could be shortened. In terms )

Senator Proxyre. Then they would be more subject to the Presi-
dent; he makes the appointment.

Mr. Kaurman. I think, as I said before, the Congress should play
a dominant role in the appointment of the staff and in the appoint-
ment of the members of that Board. I think the problem you refer
to reflects the current appointment procedure where, in many mstances,
it 1s the selection of the administration and it is the acquiescence
of the Congress. I think that need not be so in the appointment
of members to a Stabilization Board. I think it has to be a joint
selection, not a selection started by the administration and then, of
course, approved by the Congress.

Senator Proxyire. Let me ask just a couple or more quick ques-
tions, and I apologize to the chairman and to the witnesses for taking
so long. Let me ask you this: I have proposed an amendment which
I intend to press in the Senate Banking Committee to modify the
phase III, to provide, No. 1, there will be advance approval before
prices and wages can be increased; No. 2, to give that some effect
and force there would be compulsory hearings, public hearings, in
advance. When you have a corporation which has sales of over $250
million and they make a price decision which has a $50 million reve-
nue impact they would have to, in that event have to, have public
hearings so there would be a focus by the Congress, by the public,
and by others on this decision, and we would be in a better position
to resist either a big wage or a big price increase that might be
inflationary.

‘What do you think of that?

Mr. Kavrman. I believe that that should apply to both the price
and the wage side, Senator Proxmire.

Senator Proxyire. All right.

Mr. Kauraan. T also believe that we have to recognize that a good
part of our economy is now service oriented and, consequently, you
can get inflationary pressures from the service side that will im-
pact our economy just as much as perhaps some of the big industries
and big labor may have the power to do.

Senator Proxarrre. What de you do about that?

Mr. Kavuraan. T think this will complicate the task. Therefore,
your suggestion would be helpful but I think you have to recognize
that there are other sectors that would be free from this kind of
diseipline.

Senator ProxMire. Well. following this up, speaking of other sec-
tors, are you satisfled with the administration’s program with re-
spect to food. That has a great degree of logic in it. They want to
increase the supply of food and, hopefully, the result will be a moder-
ation in food prices by the end of the year.

Mr. Kauraan. I think that is a step in the right direction and,
as I indicated before, Senator Proxmire,

Senator Proxarire. What other steps should we take ?

Mr. Kauramaxn. I think we should substantially increase our produc-
tion of farm products not only for the domestic side but to help us
turn around the trade balance.




313

Senator Proxyire. I would like each of you gentlemen to comment
on a table which 1s on page 38 of the Economic Report because this
was something that surprised me very much when I had a chance
to look at it. It contradicts the position some have taken on the com-
mittee and some in Congress, which indicates in the last 20 years
there has been a sharp drop in profit rates, very sharp drop, and
this is adjusted for changes in the law. It is adjusted for changes in
accelerated depreciation, and so forth. The adjusted profits have
dropped 1950-54 average, 18.4 percent down to an average of around
12 percent in the latest 4 years, and even if you add interest the re-
turn on capital has dropped from 19 percent down to about 13 or
14 percent. Interest rates have gone up sharply and profits have gone
down.

Now the question I ask is this, is there a tendency in our economy to
move away from incentives, adequate incentives, for risk-taking for
technological innovation, for innovations that would improve the pro-
ductivity in our economy; is this a fundamental change?

Mr. Kauraax. Of course, the slowing in the profit as it is expressed
here reflects many things: The stop-go kind of economy which we
have had for some time here. Secondly, it seems to me that this slowing
in the rate of profits in the long run does contribute to a lack of stimu-
lation for the private sector. I think it has already contributed to some
new developments in the credit markets. For example, we have scen
an enormous volume of new equity flotation in the last 8 years, unprece-
dented. The net new issuance of common stock during the last year
was $13 billion. The average yearly net new issuance of equity flota-
tions in the early sixties was $1 to $114 billion.

Senator Proxyire. That just contradicts what I have pointed out.
You have more equity stock coming out, more capital being drawn
into the equity area although profit rates have dropped.

Mr. Kauramax. By force, not as a voluntary development.

Senator Proxire. T see.

Mr. KavrMman. Because the debt coverage, the interest and debt
service coverage for many corporations has substantially diminished,
and there was a great need, therefore, to bolster the equity position
in order to protect credit ratings.

Senator Proxyire. 1 see.

Mr. Kavraax. And, consequently, for example, the utility com-
panies have had to rush in here with a massive volume of equity flota-
tions for fear of losing their credit rating and the loss of a credit
rating would have meant higher cost of financing in the open market.

Senator Prox»ire. All right.

Mr. Lewis, and then Mr. Suits. and T am through, this is my last
question.

Mr. Lewrs, Well, part of the trend, this can only be part of it. but
part of the apparent trend does have to do, as Mr. Kaufman suggested,
with the level of unemployment. that is how close or how far we are
from full employment. The profit share of GNP always goes down
when we have high unemployment or less than full employment, and
the last 3 years in this table

Senator Proxyire. There has been a steady drop through in every
one of the last 4-year segments.
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Mr. Lewrs. That is true. I am saying this is not more than part of
the explanation. I was about to suggest that another part of it might
have to do with the liberalization overtime in various provisions of the
tax code like accelerated depreciation.

Senator Proxyire. They say it is adjusted to that.

Mr. Lewis. I read that footnote but, to be perfectly honest, I don’t
know what that means, and I would really want to study these figures.

Senator Proxmire. You have another table No. 12 on page 37 that
is not adjusted, but table 13 is.

Mr. Lewrs. But I don’t know what the adjustment means, whether
that answers my point or compounds it, quite frankly. But it is true
that changes in the tax code have an effect. I think from the standpont
of corporate decisionmakers it is really the sum of profits and deprecia-
tion allowances that become the target, sort of gross rate of return,
that they aim at for their own internal investment needs, and that you
can move funds back and forth between these two without really im-
pinging on the supply of investable funds.

Now, they may or may not have corrected for this the way I would
have. It sort of sounds as though they were cognizant at least of the
point I am trying to make, but beyond that I don’t know.

Senator Proxarire. Mr. Suits.

Mr. Surrs. I haven’t had a chance to study this table in any detail,
but one point that I think ought to be borne in mind is that there 1s
frequently a tax advantage to debt financing just because the interest
is a cost and dividends are not: that to the extent that this represents
a shift in financing between debt and equity it merely reflects the
reasons of the corporate sector, financing to the corporate tax rate. This
would also perhaps account for the rapid rise in equity financing in
recent periods accompanied by high interest rates.

Senator Proxarire. Well, thank you, gentlemen. very, very much. As
I say, Mr. Chairman, this is a fine panel, one of the best I have heard
m 3 years.

Chairman Pararax. I agree with you and I am sure the other mem-
bers do. too.

Gentlemen, obviously my voice is not in good condition today. I have
five questions here, and I would like to file them with the reporter
and have him put them in today’s record and. if you will, when you
look over your transcript make a reply to them, it would be appreciated
very much.

Without objection, I will file them with the reporter to go into the
record.

[The information referred to follows:]

REsPONSE OF HENRY KAUFMAN To ADDITIONAL WRITTEN QUESTIONS POSED BY
CHAIRMAN PATMAN

Question 1. As you know, the Committee on Intcrest and Dividends has made
a large show of jawboning against any attempt to increase the prime rate. While
apparently holding the prime rate at 6 percent, banks have begun to raise inter-
cst on loans made to what otherwise would have been prime rate borrowers.
Among these are investment banking houses which are now required to pay a
quarter to a half point above the prime, indicating very strongly that the effort
to hold the prime rate down is nothing more than a sham.
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Don’t you think it would malke far more scnse for the Administration to at
least jawbone against any interest rate increases in lieu of its failure to impose
actual interest rate controls?

Answer. I do not believe that the Administration should use jawboning tac-
ties to hold down interest rates of all sorts. This is because most interest rates in
the United States are determined by market forces of supply and demand. Con-
sequently, tactics that would coerce an interest rate structure wauld also con-
tribute to very substantial distortions in our credit markets.

Question 2. It is my wunderstanding that one of the basic elements in the
monetary crisis centers on the lack of confidence in the Administration’s economic
stabilization program and the expectation of increased inflation.

Since there has been no change in the structure of the program or the way it 8
administered, presumadbly lack of confidence will continue to exist in Phase II11
and the dollar.

If this is true, then the largest benefits achieved by devaluing the dollar will
have been achieved by currency speculators who made at least 3600 million on
the exchange of $6 billion for German marks alone during the past two weeks.

What are your comments on this observation?

Answer. I do not believe that the basic cause of the new monetary crisis was
a lack of confidence in the Administration’s economic stabilization program.
Uncertainties concerning the stabilization program of the Administration may,
to some extent, have contributed to the pressure on the dollar but there were
also other important contributing developments. There was the announcement
of a very large U.S. trade deficit in calendar 1972, There was also the continued
large overhang of short-term dollar claims held by foreigners. In addition, the
deliberations concerning the reform of the international monetary system seemed
to have been proceeding at a very slow pace.

Question 3. It has been widely and repeatedly reported that the basis for the
monetary crisis centered on lack of confidence in Phase I1I and the expectation
that increased inflation would occur in the U.S. economy.

If this i8 true, wouldw’t it have made far more sense for the Administration to
have come down much harder than it has on inflationary controls?

For ezample, wouldn’t it have been far better for the Administration to have
checked the continual rise in major interest rates by imposing conirols on the
cost of money and demonstrating in other waeys that it really meansg what it says
when it insists that Phase III will be stringently conducted?

Answer. As I indicated in my formal remarks, the problem with achieving an
effective stabilization policy is partly one of timing. To prevent inflationary
excesses from emerging in an economic boom requires that stabilization policies
begin to move from stimulative to restrictive sometime during the economic
recovery period and not when the economic boom is straining real resources.

Question 4. News reports this morning state that controls over the flow of capi-
tal will be removed as part of the Administration’s efforts to reposition the dollar
in the international monetary system.

Much of your testimony has strongly cited the expectation of heavy credit de-
mands on the economy during the months ahead.

Won't the increased flow of capital out of the nation under these circumstances
create even more severe demands for cedit and even higher increases in interest
rates?

Answer. As I understand the proposals by the Administration, the lifting of
controls over the flow of capital would not come in 1973 but in subsequent years.
Presumably, this lifting of controls would occur not in anticipation of a substan-
tial improvement in our international payments position but after we have made
actual substantial progress.

Question 5. Despite devaluation of the dollar in 1971, Japanese exports to the
U.8. continued at @ very high level. Yet the Administration expects that the de-
valuation announced last night will have the effect of reducing exports to this
country and creating a larger market here for U.S. made goods.

How valid is this assumption in view of what happened or didn't happen
following the 1971 devaluation?

Answer. It would certainly secem that on the basis of the actual events in 1972
that the devaluation of the U.S. dollar in 1971 was not large enough to slow sub-
stantial Japanese exports to the United States. The decision of the Japanese Gov-
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ernment to float the yen should improve our competitive advantage in our trading
relationship with Japan assuming at the same time that our prices here remain
unchanged.

RESPONSE OF DANIEL B. SUITS To ADDITIONAL WRITTEN QUESTIONS POSED BY
d CHAIRMAN PATMAN

Question 1. As you know, the Committee on Intercst and Dividends has made a
large show of jawboning against any attempt to increase prime rate. While ap-
parently holding the prime rate at 6 percent, banks have begun to raisc interest
on louns made to what otherwise would have been prime rate borrowers. Among
thesc are investment banking houses which are now required to pay a quarter to
a half point above the prime, indicating very strongly that the effort to hold the
prime rate down i8 nothing more than a shane.

Don’'t you think it would make far more sense for the Administration to at least
jawbone against any interest rate increases in licu of its failure to impose actual
interest rate control?

Answer. Interest rates are similar to prices in their response to supply and
demand. In a period when demand for funds increases more rapidly than supply,
rising interest rates are to be expected. Efforts to control interest rates, therefore,
must be viewed in the context of the broader problem of controlling prices in gen-
eral, and in this context the use of the jawbone is a notoriously ineffective
weapon. Until a comprehensive attack can be made on all aspects of inflation, it is
difficult to contain any aspect of it by any method.

Question 2. It is my understanding that one of the basic elements in the
monctary crisis centers on the lack of confidence in the Administration’s economic
stabilization program and the expectation of increased inflation.

Since there has been no change in the structure of the program or the way it i8
administercd, presumadly lack of confidence will continue to ewxist in Phase III
and the dollar.

If this is true, then the largest benefits achieved by devaluing the dollar will
have been achieved by currency speculators who made at least $600 million on
the exchange of 36 billion for German marks alone during the past tiwwo 1wecks.

What are your comments on this observation?

Answer, It is, of course, almost always true that the immediate beneficiaries of
any sharp change in exchange rates are speculators—often, indeed, the very spec-
ulators whose own actions precipitated the change. But what provides the oc-
casion for the speculative gain is really the underlying monetary crisis. If ex-
change rates were more flexible and could respond more readily to altered con-
ditions as they developed, we could avoid these recurrent crises and hence the
speculative activity that accompanies and contributes to them.

Question 3. It has been widely and repeatedly reported that the basis for the
monetary crisis centered on lack of confidence in Phase IIT and the expectation
that increased inflation would occur in the U.S. economy.

If this is true, wouldw’t it have made far more sense for the Administration to
have come down much harder than it has on inflationary controls?

For cxample, wouldn’t it have been far better for the Administration to have
checked the continual rise in major interest rates by imposing controls on the cost
of money and demonstrating in other ways that it really means what it says when
it insists that Phase I1I will be stringently conducted?

Answer. I believe my testimony shows where I stand on this issue. I com-
pletely agree.

Question 4. News reports this morning state that controls over the flow of
capital will be removed as part of the Administration’s efforts to reposition the
dollar in the international monetary system.

Much of your testimony has strongly cited the cxpcctation of heavy credit de-
mands in the economy during the months ahead.

Won’t the increased flow of capital out of the nation under these circumstances
create even more severe demands for credit and even higher increascs in interest
rates?

Answer. Capital outflow would, of course, exert pressure on domestic interest
rates. But a proper and stable foreign exchange value for the dollar should re-
move most of the pressure for capital outflow and might reverse the flow.
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Question 5. Despite devaluation of the dollar in 1971, Japanese exports to the
U.N. continued at a very high level. Yet the Administration expects that the deval-
uation announced last night will have the effect of reducing exports to this coun-
try and creating a larger market here for United States-made goods.

How valid is this assumption in view of what happened or didn’t happen follorw-
ing the 1971 devaluation?

Answer. United States imports normally amount to 5 to 6 cents on the dollar of
GNP, and as output and incomes rise, so do imports. So we can expect imports to
rise more or less uniformly in pace with income. On the other hand, the falling
foreign exchange value of the dollar raises prices of imported goods to American
huyers and works against this tendency. The present crisis is, among other things,
evidence that the earlier shift in exchange parities was inadequate and that still
greater changes are required. Whether even the present devaluation is sufficient
for the purpose remains to be seen.

Chairman PaTarax. Without objection, we will stand in recess until
10 o’clock tomorrow morning when we will have another panel. Thank
you, gentlemen, very much for your appearance and for your testi-
nmony.

[Whereupon, at 12:30 p.m., the committee recessed, to reconvene at
10 a.m., Wednesday, February 14,1973.]
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Coxeress oF THE UNITED STATES,
Joint Ecoxoamic CoMMITTEE,
Washington, D.C.

The committee met, pursnant to recess, at 10 a.m., in room 2128,
Rayburn House Office Building, Hon. Wright Patman (chairman of
the committee) presiding.

Present : Representatives Patman, Reuss, and Windall ; and Senator
Proxmire.

Also present: John R. Stark, executive director; Loughlin F.
McHugh, senior economist; Michael J. Runde, administrative assist-
ant; Richard F. Kaufman and Courtenay M. Slater, economists; Lucy
A. Falcone and Jerry J. Jasinowski, research economists; George D.
Krumbhaar, Jr., minority counsel ; Walter B. Laessig, minority coun-
sel ; and Leslie J. Bander, minority economist.

OPENING STATEMENT OF CHAIRMAN PATMAN

Chairman Patman. The committee will come to order.

Through budget cuts in the fiscal 1973 budget and through its pro-
posals for the 1974 budget, the Nixon administration has made it
perfectly clear that it has either abandoned or retreated from the needs
of most of the Nation’s social priorities.

The administration has abandoned the national housing goals for
low- and moderate-income families by termination of the federally
assisted housing programs.

Tt has made drastic cuts in financial assistance for water, sewer, pub-
lic works and urban and rural development programs urgently needed
by States and communities through the Nation.

It has followed the same path for medical care, hospital and con-
struction and manpower training.

With these actions, the Nixon administration has created yet an-
other crisis for the Nation’s economy and for the Nation’s people—one
which could be described as a priority needs crisis.

By the same token, the Nixon administration has brought into sharp
focus the need for new methods and vehicles by which the Nation’s
priority needs can be financed. Essentially this means providing ade-
quate funding at reasonable cost for housing, for economic develop-
ment and for public works and facilities. )

Tt is my hope that this morning’s witnesses and later the Joint
Feonomic Committee report itself will speak to the possibility of cre-
ating a national development bank for priority areas to provide ade-
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quate funding at reasonable cost for these and other national priority
areas when such funds are not made available by the private sector.

Concerning the National Development Bank. I have in mind some-
thing like the RFC that we had, the Reconstruction Finance Corpora-
tion, except it would be about twice as big.

The RFC was capitalized with $500 million from the Treasury,
and they were allowed to expand 173 to 1, and this National Develop-
ment Bank, it is contemplated, would be twice that big, a billion dol-
lars, and could expand 20 to 1. That is a fractional reserve system, in
effect, and it has worked long and well.

During the 21 years that the Reconstruction Finance Corporation
was in operation from 1932 to 1953, that organization created, manu-
factured, generated, call it any name you want to, but created $41
billion in money credit on that base, and really saved this country.
People who could not.get loans from banks, could go to the RFC and
get their loans at reasonable interest.

The National Development Bank would pravide loans when credit
is not available at conventional banking institutions. It would make
it possible for the wheels of industry to go ahead, notwithstanding
the fact that they cannot get money from local institutions.

On behalf of the committee, I welcome this morning’s witnesses,
Edward Hamilton, deputy mayor of New York City; Sol Linowitz,
chairman of the National Urban Coalition; and Willard Wirtz, an
old-time friend of mine, I have known him a long time, president of
the Manpower Institute.

Gentlemen, we will first hear your statements and then the com-
mittee will discuss further details of your views with you. We will
begin with Mr. Wirtz.

Mr. Wirtz, you may proceed, sir,in your on way.

STATEMENT OF WILLARD WIRTZ, PRESIDENT, THE MANPOWER
INSTITUTE

Mr. Wirrz. Thank you, Mr. Chairman, I have filed with the com-
mittee a prepared statement of some length and will, with your in-
dulgence, simply

Chairman Parman. Without objection, it will be placed in the
record at the end of your oral statement.

Mr. Wirrz [continuing]. Summarize it briefly, although with the
recollection of, I think it was Antonius, in “The Life of Augustus,”
saying he never spoke to his wife without notes for fear of saying
either too much or too little.

Chairman Parmax. It is likely, Mr. Wirtz, you will be asked some
questions about it by some members of the committee.

Mr. Wirrz. I am speaking particularly to the impact of the eco-
nomic and budget messages on the manpower programs.

Chairman PaTaan. Yes, sir.

Mr. Wirrz. You can take any different combination of programs,
any different combination of obligational comparisons and appro-
priation comparisons, and come up with a variety of answers. I think
vou get the best and fairest picture by taking a combination of pro-
grams traditionally considered the manpower programs. With respect
to those, the cut as between the 1973 fiscal year appropriations and
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the proposed 1974 appropriations is approximately $1.4 billion. That
1s something over one-third or about a 36-percent cut.

T make two points, Mr. Chairman and members of the committee.
One is that it is essential that we get this discussion back onto the point
of priorities. and away from what is, obviously, simply another form
of what we have been hearing for 40 years: that we “can’t do” some-
thing or other. It used to be we couldn’t do it because it was com-
munisny, and then it was we couldn’t do it because there was a war
to be fought and paid for, and now it is the same thing—only
the strategy has changed—we “can’t do” it because the overall costs
of everything are so high that we can’t consider the value of anything.

We have been here before and we have won before and we will again
if we make it clear that it is priorities we are talking about as well as
overall costs.

The other point I want to make and press strongly, as strongly as
I can, is that we will not win, those of us who have a different sense
of priorities, if we go on the defensive. In the game of politics today
a good defense is not worth a nickel. We will win only as we reassert
an initiative that, for some reason or another, those of us who used to
be proud to call ourselves liberals lost. We did not come up with a new
agenda when our old one got adopted. So I should like to speak to the
matter of manpower programs in the context of what seems to me is
the importance of asserting a new initiative, a bold idealism, if you
will. Recognizing the designated concern of the Joint Economic Com-
mittee, I am talking about the economics of our purpose, which seem
to me the important thing.

Chairman Parman. Those are words that the members should be
allowed the privilege of interrogating each of you gentlemen on. If
you will tell me the time you wish to expound I will take the liberty
of

Mr, Wirrz. If T am still talking at the end of 10 minutes, Mr. Chair-
man, I should like to be stopped.

Chairman Paraman. Sure.

Then, the other gentlemen ; what do you say %

Mr. Lixowrrz. That is fine, sir.

Chairman Paryma~. Can you abbreviate yours to 10 minutes?

Mr. Hamruron. Yes.

Chairman PaTaan. That is fine. We will notify each one at the end
of the time. In that way we will have more time to interrogate you
gentlemen because this testimony is very important, and we want a
full and complete record.

Mr. WirTz. I have already indicated that taking the grouping which
seems to be most appropriate, we are talking about a cut in appropria-
tion terms of from $3.7 billion for fiscal year 1973 to a recommended
$2.3 billion in 1974. Most of that is in connection with the public em-
ployment program, which is referred to in the budget message as be-
ing phased down until you read the operative fine print which tells
that 1t goes out. It is to be extended so long as there are previous funds
available, but then it is to be stopped.

There is the issue of revenue sharing. I think there is real question
whether there is legitimate use in these messages of two terms. One
is full employment, and the other is revenue sharing. I will come back
to full employment. I do not call it revenue sharing when you have
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already cut the loaf which is proffered in half. As nearly as the figures
permit refinement here and definite statement, the point on revenue
sharing as far as the manpower program is concerned, 1s that the pro-
posal is for a cut by 15 percent between the funds that were available
for those purposes in 1973 and those proposed for 1974.

There are a number of other cuts. I call attention to one area par-
ticularly. The surest test of the inner decency of a budget is to check
the provisions with respect to what we call handicapped people,
those who, as a result of accident or sickness or war or whatever it
may be, are at some physical or mental disadvantage.

T have in my prepared statement gone through the cuts which are
made with respect to that particular constituency, and then, after
doing that in millions of dollars, have pointed out that our minds do
not really work that way. I called the Goodwill Industries to find out
whether all of this really makes any difference to them. Why, it al-
ready has. They have been notified by the States that in view of these
messages there cannot be and will not be handicapped people referred
to Goodwill Industries because there is apparently not to be the sup-
port funds to back them up. You begin wondering just what kind
of budget this is that we are balancing.

Evaluation of these proposals has to be on two bases. One is whether
the programs are in themselves worth their cost, and the other is in
comparative terms. This committee has the advantage already of the
excellent staff study prepared by its Subcommittee on Fiscal Policy
last November, and I can only say after careful reading, that I agree
completely with the suggestions there: that, one, there ought to be
more appraisals made, more evaluation; but_that, two, what there
is so far shows that there is a real return today on these programs.
They are high-yield programs, high-yield human investment, but,
quite a few changes ought to be made in them. The same judgment is
made in the recent report of the national manpower policy task force.

Just in terms of what these programs mean to us even in dollars
and cents, it is bad business and bad government and zero decency to
cut, these out.

Now. in comparative terms, in terms of our priorities, the state-
ment also includes other ways in which we could economize without
taking it out of the jobs of the people who are involved here. This
whole thing comes home graphically to me when I read, as I have
recently, your book, Senator Proxmire. I find in it a reference to the
effect, which I had not realized before, of IT-4038, the Internal
Revenue Service ruling of 1950 which permits foreign oil companies,
among others, to pay their royalties in the form of taxes to foreign
countries and then to take that as a deduction against their U.S. income
tax. The cost to us of that tax expenditure, that loophole, is more than
the total cost of the manpower program. If we want to save the
money that is involved here, instead of cutting hundreds of thousands
of people out of these manpower training opportunities, all we would
need to do is to change IT—4088 of 1950 and we could support the
present programs and be $1 billion ahead. The issue here is priorities.

Now, with respect to the matter which I should like to emphasize
most strongly, I know it has become a cynical time and I know that
there is perhaps something suspect about coming up here and talking
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about idealism. I propose to do it just as strongly as I can. It is time,
and there is room and there is reason for idealism.

In response to your suggestion, Congressman Patman, regarding a
National Development Bank proposal, I would call it, new idealism,
to start using the banking system through those auspices and for those
purposes. It is tough-minded idealism, but it is bold idealism.

This commitee has argued week in and week out, month in and
month out, about what full employment means. I do not know why
it is such a mystery. A new idealism in this area starts from saying
just what you said, Senator Proxmire, at the hearings last October 17.
Very simply, full employment. It simply means a decent job for every-
one who is willing to work.

In a country as large and an economy as complex as ours, there are
always going to be between 1 and 2 percent moving from one job to
another or just entering the work force. To the economists this is fric-
tional unemployment. I have no trouble in simply saying in those
percentage terms full employment means no more than the possibly
2 percent unemployment which comes from frictional movement of
that kind.

The President has adopted the phrase. I take it, a new idealism
ought to start from our saying, “OK, you have adopted the phrase,
now let us get on with the program.” We can move unemployment at
least down to 3 percent, as we almost did in 1968, at whatever point
we simply make up our mind to put it in the first place instead of some
place else on down the line. If that creates an inflationary problem,
as it might, there are other ways to take care of that problem than by
pushing 2 million people off the bottom of the employment rolls.

I take it that a new idealism means some new measurements. I
knew there is a division in this committee, and I respect the reasons
for it, about S. 5, the Full Opportunity and National Goals and
Priorities Act. Yet it seems to me the enactment of that legislation
is one of the most important pieces of business before the Congress
and the country. We have got to start developing our social indicators.
e have got to start adjusting our figures not according to the chang-
ing seasons but according to our underlying ideals. There are a lot of
things we ought to be measuring which we are not. We do in this
country only what we measure. There are real changes to be made as
far as the measurement of employment and unemployment 1is
concerned.

In a more programmatic sense, I would concentrate a new idealism
in manpower policy on two facts: Over a quarter of our unemployment
is among our 16- to 19-year-olds. The unemployment rate is about 15
percent among that group, and you double those figures if someone
suffers the double disadvantages of being young and black. I doubt
that we ought to call it unemployment. It is a different problem, a
transition problem. It is also a problem which reaches clear back into
the educational system and back beyond that into the environment of
a good many of the boys and girls who are affected. But that million
boys and girls, 16 to 19 years old, out of work and out of school is a dis-
grace; it is a form of infantile paralysis which affects them all of their
lives. No other nation in this world of comparable nature has anything
like 1t, and we have got to get on to meeting that problem.
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T have tried to suggest the outlines of what we are talking about as
an education-manpower program. I have read with great admiration
the testimony of Professor Feldstein before this committee. I would
agree with Mr. Goldfinger of the AFL~CIO in objecting to the mini-
mum wage differential. T think that is a mistake. It is a wrong answer
here. But the rest of Professor Feldstein’s testimony has a great deal
to commend it.

We have been working at the Manpower Institute on the develop-
ment of an education-manpower policy.

The other and final point I would make would be that as nearly as 1
can determine, and it is really no more than a guess, about half of the
adult unemployment is traceable to technological displacement of one
kind or another or new technological process. I recall Thorstein
Veblen’s commentary that the hardest problem the free society is
going to face is reconciling the potentially suicidal stresses between
scientific invention and the human purpose.

We have not faced up to the technological displacement problem.
T have tried in mv prepared statement to suggest some approaches.
Collective bargaining cannot meet this problem. We have to meet it as
a community.

That is it, mostly. It comes down to this, Mr. Chairman and mem-
bers of the committee. We are well acquainted now, by habit and by
custom, with what it takes to deal with labor as an essential element
in the economy. We are just beginning to realize that work is an
essential human value—and I mean work which includes work, and T
mean work which includes leisure that comes as part of the benefit
of working, and T mean retirement and all of those things. I welcome
this new report by HEW about work in America.

In conclusion, T would like to say this: We are being presented with
a problem posed primarily in terms of its tax implications. We are all
taxpayers. But most of us are taxpayers second, and are citizens—of
=ach other—first, in times of peace as well as in times of war. If we
caun get leadership in this country which tries to bring out the best in
us instead of the smallest in us. then there is a great deal more that
we can do. And so I speak only to the hope that in its consideration
of economics this committee will recognize that behind all of the
figures, the budgets. the reports of one kind or another is the fact that
most of the people in this country care, and care greatly. Because if
we did not we would be nothing.

Thank you.

[The prepared statement of Mr. Wirtz follows:]

PREPARED STATEMENT OF WILLARD WIRTZ

Mr. Chairman, and Members of the Joint Committee, you have requested my
brief comment on the implications of the President’s Budget Message and Kco-
nomic Message, particularly so far as the national “manpower policy” is
concerned.

The short of it is that the President proposes that the present “manpower”
programs be cut back by about a third (approximately $1.4 billion in appro-
priation terms) on the ground that this is necessary to stay within the over-all
ceiling he has set and because only four million people will be left unemployed
by the end of the year anyway.

These Messages seem to me to present two basic questions, both reflected clearly
in the manpower proposals:
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One question is whether the President will succeed in what is an obvious effort
to subordinate the issues of national priorities to the question of our over-all
capacity-—so that his priorities will prevail.

The President proposes to lead by saying what we can’t do as a Nation, What
he is really saying is that we shouldn’t, as a matter of policy and choice, move
ahead in the areas of social concern. The issue is the same as it was when those
who opposed social advance first condemned it as “communism,” and then turned
to the argument that it couldn’t be made because there were wars to be fought
and paid for first. Only the strategy has shifted: to the effort now to so concen-
trate attention on costs . . ., taxes ... that there will be no recognition of
values ; to such emphasis on the price of the whole that there won’t be considera-
tion of the worth of any of its parts.

It seems right to me that the budget processes of the Congress should provide
a self-imposed limitation on the total of the funds appropriated for a particular
year. Within whatever that over-all limitation may be, however, the vital ques-
tions of priorities will remain: whether the long awaited “peace dividend” is to
be plowed back now into the military establishment (as the President proposes)
or whether it is to go to improving the common lot; and how much of the bill
for whatever we decide to do is to be charged to those who can afford to pay it
and how much to those who cannot. I assume that in the days and weeks ahead
the Congress will drawn on its mandate to re-assert these issues of the priorities
of our national purpose and the allocation of fiscal responsibility.

The second question is whether those of us who believe in a different order of
priorities from the President’s will respond to his essential negativism—about
what we can’t do—with an equally tough-minded but bold and new initiative
regarding what we can and want to do. )

A strong defense isn’t worth a nickel in today’s politics, especially in the
play-offs—which is where we are now. I draw on an expired license to recognize
that “liberalism’s” old agenda got adopted without our coming up with an
enlightened but reliable new map of the horizons or even the frontiers of current
and prospective human purpose. What used to be “liberalism,” with enough
excitement of promise and hope in it to carry the day, has become s0 common-
place (and made so many more people substantial taxpayers) that you think
of Bret Harte’s observing that no one will give up his life to defend a boarding
house. Neither will he, or she, pay higher taxes to support yesterday’s idea of
a great society. I'he only thing that will work, or should, is a new Idealism.

S0, recognizing this Committee’s particularly designated concern in the
“economics” of all this, I want to try to suggest—after summarizing the effect of
these Messages on the present manpower programs—the broader policy they
seem to me only prelude to; with the thought that it is the economics of our
purpose that is most important.

The President’s Budget Message actually says comparatively little of man-
power policies and programs as such. There is a general reference to proposed
1974 outlays of $12 billion “for education and manpower, including those for
veterans,” and another to “revenue sharing” of $1.3 billion for “manpower train-
ing.” It is stated that the 1974 budget provides for “continued emphasis on train-
ing disadvantaged veterans” and for “an increase in the work incentive program
to help welfare recipients get jobs.” The only direct suggestion on the face of
the Budget Message of any intended cutback of present manpower programs is
the mention of a proposed “phasedown of the temporary Emergency Employment
Assistance program.” but this is accompanied by the sedative assurance that
this will be “consistent with the increase of new jobs in the private sector.” In
the context of some 22 references in the first section of the Message to “full em-
ployment,” this all appears to offer reasonable assurance that at least on this
front “human resource” priorities are to be adequately recognized.

The fine, but operative, print tells a drastically different story.

There is a question of what should be considered “manpower” programs. There
is, depending on what combination of programs is taken, a proposed reduction
of recommended appropriations here of between $1.25 billion and $1.5 billion.
This would be, taking the grouping of programs most commonly considered “man-
power training” programs, from a FY 1973 level of $3.7 billion to a recommended
$2.3 billion for FY 1974.

The largest item in this cut—referred to in the Budget Message as a “phace-
down”—involves what is in fact the proposed total elimination of the public
employment (or Emergency Employment Assistance) program, for which the
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1973 budget authorization was $1.25 billion. Under this program State and local
governments have received Federal funds permitting their providing jobs to some
150,000 men and women. The proposal is that this program be continued for
several months, while previously appropriated funds last, then cut out entirely.
The principal explanations for this are that the State and local governments are
better off than they used to be and that, according to the Economic Report, un-
employment will go down to 4.5% by the end of 1973. (This would mean 4 million
people out of work.)

Depending on what other items are included, the cut (in addition to the 100%
reduction in the EEAA) is about 159% in the rest of the manpower program.

No appropriation is proposed, at least specifically, for the summer youth em-
ployment program, under which more than 500,000 boys and girls have been given
work opportunities each year.

The President recommends a cut in manpower research and development funds
from $32 million for ¥Y 1973 to $20 million for FY 1974, and a reduction for eval-
uation from $7 million to $6 million.

It is illustrative that despite the Congress’ enactment of P.L. 92-450 last
October, with its provision (among others) for establishing Veterans’ Employ-
ment Representatives in each State—and despite the repeated references in the
President’s Message to veterans’ special equities—the Budget proposes no ap-
propriation for these positions.

As nearly as I can follow the arithmetic of the proposed Budget, the total
which the President proposes for ‘“revenue sharing” for manpower programs in
Tiscal Year 1974 is $1.3 billion. This would be $230 million (15%) less than the
funds which were originally proposed for these same programs for 1973.

The surest test of the inner quality of a budget is to check to se¢ whether any-
body thought of that special constituency we call “the handicapped,” those whom
nature or accident or sickness or war have put at physical or mental disadvan-
tage.

They were not overlooked this time.

Three programs under the Vocational Rehabilitation Act, affecting particularly
the rehabilitation facilities program are marked for cuts—of, respectively (com-
paring FY 1974 appropriations with those for FY 1972 ; the 1973 figures are com-
plicated), 22%, 31%. and 1009%. Senator Cranston and Congressman Brademas
and others have been pressing strongly against this course of action (of which
these particular cuts are only the most recent part). Senator Cranston, presiding
last week at hearings before the Sub-Committee on the handicapped, and refer-
ring to the proposed reductions of $30 million for FY 1974 in the Vocational
Rehabilitation innovation and expansion grants and research and training grants
budgets (compared with FY 1973 original request figures) summed it all up in
one word : “Disgraceful.”

The always gnawing sense that our talk about billions, or even millions, of
dollars is actually beyond our real comprehension prompted my checking—with
the people at Goodwill Tndustries—to see whether all of this will really make
much difference. It already has. It drives home the real effect of this proposed
carving that the State rehabilitation agencies in three States—with more almost
certainly coming—have in the past few days advised the Goodwill Industries
offices that no more handicapped people will be referred to them now because
the President’s budget proposal indicates that the accompanying support funds
won’t be forthcoming.

Add the fact—important only for what it reflects—that the budget proposal is
that two staff positions be cut from the President’s Committee on Employment
of the Handicapped.

Proposed outlays by the Office of Education for education of the handicapped
have been cut.

It is proposed that there be no new starts under the Community Mental Health
Center program.

You wonder just what kind of budget it is we are balancing.

There are two necessary bases for evaluating these proposals : in terms of the
worth of each program in itself, and in comparative terms.

The most objective evidence I can find is that the present manpower programs
have proven a good investment—increasingly well administered and increasingly
effective.

I know of material improvements made in the administrative process by those
who succeeded me in the office of Secretary of Labor.

It is relevant that the present Administration has thought highly enough of
these programs to enlarge them substantially beyond what they were in 1968.
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The Joint Committee has before it the excellent Staff Study prepared for its
Subcommittee on Fiscal Policy (Paper No. 3; November 20, 1972) regarding
The Effectiveness of Manpower Training Programs. I would agree with the con-
clusions of that report: that preliminary evaluations of these programs show
“pelatively large internal social rates of return,” that most of them much more
than pay for themselves; but that a number of significant changes are indicated
by these preliminary evaluations; and that there should be a good deal more care-
ful appraisal made. The recent report by the National Manpower Policy Task
Force, is to similar effect, suggesting certain changes in these programs but giv-
ing them what are in general high marks for “substantial increases in employ-
ability and income for enrollees.”

There would be general agreement, I think, that the first ten years’ experience
with the manpower programs commends strongly that certain changes be made—
particularly in connection with the distribution of administrative responsibility
for them and with their still unmet identity crisis, whether they are to be train-
ing or employment or income maintenance programs. But I had thought, until
two weeks ago, that there was general recognition that unemployment is one kind
of waste we cannot afford to accept; that reducing unemployment means in-
creased government revenues; and that one necessary way to move toward full
employment—by whatever definition—with the least inflationary effect is to
reduce “structural” unemployment, to improve the training of people for jobs
that need doing. I still think these things are true—and that the President’s pro-
posed slashing of these programs—instead of insisting that improvements be
made in them—is wrong . . . in his own dollars-and-cents terms.

There had also appeared to be, until two weeks ago, general and widely ex-
pressed concurrence that in terms of comparative priorities the allocation of be-
tween one and two percent of a2 national budget of over $250 billion to these ‘“man-
power” purposes represents less than minimal recognition of their comparative
importance. To suggest cutting these programs—but increasing military procure-
ment expenditures and leaving tax loopholes—seems to me bad business, mis-
guided government, misplaced human concern.

This priorities issue, assuming any given over-all budget figure, is whether it is
right to cut the manpower programs by over $1 billion when that same amount
could be saved by closing the tax loopholes which are provided by the oil depletion
allowance, the “fast depreciation” advantage given the owners of certain types
of buildings, and the eapital gains shelter provided for timbering operations. This
seems to me not right, but wrong.

The issue is whether it is right to propose not to fund the Veteran Employment
Representatives positions just established by the Congress, but to maintain the
number of Generals and Admirals in the Army and Navy at World War II levels
even though the troop strength has been cut by 809%. That isn’t right.

The issue is whether it is right to put 150,000 disadvantaged men and women out
of their jobs under the public employment program, and 500,000 boys and girls
out of their summer employment, and handicapped people out of their places with
Goodwill Industries when three times the cost involved could be saved by con-
servative reductions in military procurement. That is wrong.

The issue is priorities.

Returning now to the point that even if all of this is so, the case for pre-
serving . . . and improving . . . the position of manpower programs on the
agenda of national priorities will depend on revitalizing present policies with new
and greatly enlarged purpose:

The debate may, from present indications, center on the public employment pro-
gram. I would urge strongly the renewal and expansion of this program—along
the new lines Senator Humphrey and Congressman Reuss and others are advo-
cating.

But winning that particular point alone won’t be enough. It will be necessary to
mark out bold new frontiers of immediate purpose, and beyond that the horizons of
eventual hope, for a manpower policy.

This isn't the place and there isn’t the time here for detailed programming of a
new Idealism in manpower policy ; but I have a few suggestions.

The place to start is by making it clear that full employment means what it
says, and by establishing new methods of measuring employment and unemploy-
ment. For we do whatever we measure.

Instead of claiming a foul in the President’s use of “full employment,” it would
be better to say: “All right, Mr. President, you have adopted the phrase. Now
let’s live up to it. We don’t mean by ‘full employment’ the four or five percent
unemployment your economic advisers say is necessary to avoid inflationary
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pressures. We are opposed to inflation. but we mean to take care of that in other
ways than by pushing the bottom two million people into the street. We mean by
‘full emnployment’ what Senator Proxmire said so ~imply and rightly at this
Committee’s hearings last October: ‘a decent job for everyone who is willing to
work.’

“We know that in an economy changing as fast as this one is. two or three
people out of every hundred will at any particular time be moving from one
job to another, or finding their first job. We got down close to the minimal level—
to 8.839%—in 1968. We can do it again—whenever we make up our minds to.
and put full employment in the first place instead of somcplace else on down
the line.” .

We need new measurements. going beyond what we have been calling “em-
ployment” and “unemployment” and designed particularly to provide the
architects and administrators of both manpower and education-manpower poliey
with more information about the where’s and who's and why's of people being
out of work, out of school, out of kilter one way or another.

One aspect of this need is emphasized in the recent succinet and invaluable
report of Senator Nelson’s staff study for the Employment, Manpower, and
Poverty Sub-Committee, which redirects attention—as we tried to in the De-
partment of Labor in 1966—to the implications of a “sub-employment” which
persists in particular identifiable areas at a rate far in excess of the “unem-
ployment” rate.

Then suppose we were to start trying to determine the rate of non-use or under-
use of the whole human potential for productive, creative. or service activity.
Without pressing the point, there is obviously a good deal more which can and
should be done in the development of “social indicators.” Knowing and respect-
ing the differences of viewpoint within the Joint Economic Committee on the
proposed Full Opportunity and National Goals and Priorities Act (8. 5; intro-
dnced by Senator Mondale and co-sponsored by Senator Javits), regarding
particu’arly the establishment of a Council of Social Advisers, 1 express the
strong personal persuasion that such legislation is of vital importance and should,
in some form, be enacted.

We aren’t measuring today. in the area affected by manpower policy, all we
should and could be finding out—especially about our potential.

In a more programmatic sense, I mention really only by way of illustration
two specifie frontiers of mapower policy :

Over a quarter of our unemployment. as we now describe and measure it,
is in the 16- to 19-year age group. The unemployment rate in this group is
about 159, and almost twice that among those who are both young and black.
This is an inexcusable disgrace. No other comparable country suffers anything
like it. It is a form of infantile paralysis. leaving lifetime debitilities.

The Administration’s proposal to meet this situation by establishing a lower
minimum wage for younger workers is the emptiest gesture. It is wrong. It
wouldn’t work. It won’t pass.

We have to get at the real nature and at the causes of “youth unemplovment.”

We probably make a serious initial mistake, which affects all of our thinking
about it. by putting these young people down in the book as simply ‘“‘unemployed”’—
out of work. In a good many cases. although not all, the more significant fact
is that they are out of school—without the preparation they need for jobs which
machines can't do better. This is a special “transition problem,” but with roots
reaching down into the educational system, and still deeper down in the environ-
mental circumstances of a good many of those boys and girls.

We need an “education-manpower” policy.

The administration of such a policy would start most immediately—for the
needs and opportunities are largest here—by setting up a vastly more extensive
counseling and guidance and placement program—to provide at least as much
assistance of this kind for young men and women who leave high school to go
to work as we provide those who are going on to college. We are developing
plans at The Manpower Institute for what we are calling Career Information
PBoards—Ilargely privately supported and administered in significant part by
volunteers. But if we were willing to spend 2100 per young person—age 16 to 19
and out of work and out of school—just to give that boy or girl the guidance he
or she needs to get into one or the other we would get every cent returned to us in
reduced costs of juvenile delinquency. We could pay the cost in the meantime
by closing up just the tax loophole we now provide those who make capital gains
on timbering operations.
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The “work-study,” “cooperative education” and community college programs
warrant close attention and broader support.

Part of the holding in Serrano v. Priest and other cases like it is that equality
of work opportunity traces directly to equality of educational opportunity.

Assistant HEW Secretary Sidney P. Marland’s proposal for “career education”
illuminates a vital dimension of what ought to be an ‘“education-manpower
policy.”

This country will be willing to do whatever it takes to stop the present incalcu-
able drain on our resources, our finances and our morals, of a million teen-agers
adrift. And they are not just “unemployed.”

Another frontier of manpower policy involves recognizing fully—as we have
only a little so far—the basic importance to manpower policy . .. and to unem-
ployment . . . of the ceaseless competition between people and machines. You
think of Thorstein Veblen’s prescient reminder, eighty years ago now, that the
free society’s most serious testing will be in the handling of the “potentially
suicidal stresses between scientific invention and the human purpose.”

I hazard the guess—yet really without hazard, for we don't keep these figures—
that half of the adult unemployment in this country is traceable either directly
or indirectly to technological displacement or the development of new processes.

There is even less basis—but similar immunity from disproof—for the estimate
that between three and five million people whom we list as “employed” are doing
and being paid for work ... or time . . . which is useless both to their employers
and to themselves. They hold sinecures, as the alternative to being unemployed.
The price is inestimable. It was one, although only one, of the factors which
bankrupted the Penn Central. It caused last week’s strike there. Its cost is
probably largest in its corruption of whatever the “work ethie” ought to mean—
and I'm not talking Puritanism.

This issue of how to deal with technological displacement has caused more
“national emergency labor disputes” in this country in the past fifteen years
than any other issue, including wages. Collective bargaining isn’t, by its nature,
able to cope at all fully with this issue. New technology means, in my under-
standing of it, more—not fewer—jobs, at least at the present stage of things.
But the new jobs are often in other plants, belonging to other companies, often
in other industries—not within the jurisdiction of the company and union repre-
sentatives at a particular collective bargaining table where the question of the
displacement of a particular person by a particular machine comes up. So those
bargainors either don’t meet the problem or they come up with answers which
are usually wrong, or only half right.

This problem must be met, at least in part, by the community as a whole.

If change, which is in the public interest, requires taking a person’s job, he or
she is as fully entitled to compensation for it as when change involving the
public’s need for a new school or highway requires taking somebody’s property.
We should extend the principle of “eminent domain” to jobs.

‘The practical form of this is probably to provide fully paid leaves of absence—
from the work force—to anybody about to be replaced by a robot; so that he
or she could take a year or two, or whatever is required, of training for some
other kind of work. This should be at full pay—to come partly out of the em-
ployer’s increased profit from that new machine (half, perhaps, of the special
tax advantage we give him for buying it) and partly out of the unemployment
insurance fund. Visionary? Fine. Impractical? West Germany has had a similar
leave-of-absence law for four years now, and it is reportedly working well.

Then we might go on (unless this is “chauvinism”) to provide free education
for every mother when she reaches forty or when her youngest child goes off to
school ; so she can catch up with what has happened while she was so busy and
can get ready again for something else. Then we could move on from there, to
consider sabbaticals for everybody in the work force—or perhaps first a two-year
refresher course at age 60 or 65: in rejection of habit’s absurdity of treating
retirement—*“the best for which the rest was made’’—or ‘“leisure” more generally,
as an unskilled occupation.

The most significant recent document in the manpower policy area is Work in
America, a report just issued (apparently having been held up until after the
election) on a study made by the W. E. Upjohn Institute for the Department of
Health, Education, and Welfare. Emphasizing the human values in Work, it will
take its place beside the Club of Rome’s Limits to Growth (which I find less
persuasive), the National Urban Coalition’s Counterbudget, and Christopher
Jenck’s Inequality as a mind stretcher important to our shifting our thinking
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about the wltimate priorities—which are those between the individual and the
system.

We got a fleeting glimpse of this last fall when Senator Mansfield and Senator
Aiken proposed a Human Resources Depletion Allowance—to provide aging
human beings with a tax exemption of up to 23%, which they identified—with
what must have been wryness—as one percent more than the oil well depletion
allowance.

Someplace along the line—sooner now than we realize—we will identify the
elements of a “manpower” policy which will mock the baptismal blunder we
made ten years ago when we gave it that title. For the dictionary defines "man-
power” as “a unit of energy generally considered equivalent to 1/10 horsepower.”
We will redefine “manpower” to mean the power that lies within every human
being—and the purpose of manpower policy as being to provide full opportunity
for every individual’s making the highest and best use of the life experience.
And we will probably throw away the “manpower” phrase—as deriving too
directly from “horsepower”’—and substitute for it, as the President virtually
has already, “human resources.” We’'ll stop talking about the “labor market.”

We have recognized fully and traditionally the importance of Labor as an
element of production—essential to the system.

We are only beginning to recognize the importance of Work as a human
value—essential to wholeness of the individual.

Yes, I commend to the Committee the recognition of the present manpower
programs as being wise and already high yield investments. I think it would
be a tragic mistake to cut them back. I think, at the same time, that they should
as a matter of policy, and can as a matter of practical politics, be preserved and
enlarged only as they are imbued with new initiative. yes, with a new Idealism-—
not apologetic or timid, but proud of itself and confident that it is the authentic
American spirit. :

So I make as strongly as I can the case for evaluating present manpower
policies and programs, proposing new ones, by checking the stars of our reason-
able purpose instead of by using lanterns to try to light the path immediately
ahead.

We are all taxpayers. But most of us are taxpayers only second. and citi-
zens . . . of each other . . . first—no less so in time of peace than in time of
war. We need and will respond to a Jeadership which summons and draws upon
the courage of our deeper convictions and our desire to do, together . . . for
ourselves and each other . . . all we can do, and to be all we can be.

This Committee, and the Congress, will know—as it considers these “eco-
nomic” questions—that both behind and beyond them is the critical truth that a
working majority of people in this country still care greatly.

Else we would be nothing.

Thank you.

Chairman Parmax. Thank you very much, sir.

We have as our next witness the chairman of the National Urban
Coalition, Mr. Linowitz.

Mr. Linowitz, please proceed.

STATEMENT OF SOL M. LINOWITZ, CHAIRMAN, THE NATIONAL
URBAN COALITION

Mr. Livowirz. Thank you, Mr. Chairman.

I first want to express my appreciation to you, sir, for this invita-
tion to comment on the President’s budget for 1974. As you know, the
National Urban Coalition has a special interest in the budget and its
pervasive influence on national policies and priorities. As you also
know, in the coalition we encompass the leadership of many diverse
and sometimes competing elements of our society, and our common
coal has been to work together in order to improve the lives of the
people in our cities, particularly the poor, the disadvantaged and the
minorities.
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It is about 2 years ago when I last appeared before this committee
and, at that time, I presented a document entitled “Counterbudget,”
which I have here with me. In “Counterbudget” we had a compre-
hensive statement on national priorities adopted by the steering com-
mittee of the coalition, and alternative budget proposals needed to
implement that statement. At that time I said to the committee we
had issued “Counterbudget” in the conviction that “if future talk of
new priorities is to serve as more than balm for social conscience, we
must apply it to our single most important instrument for relating
goals to scarce resources—the national budget.”

That statement reflected our conviction as a coalition that the Fed-
eral budget is the most important political and social document in the
country, defining in specific terms national goals and priorities and
charting a course to achieve them.

It is in these terms that we must judge President Nixon’s 1974
budget today. Viewed in this context, I submit to you that it reflects a
deeply disconcerting lack of concern for the poor, the working people,
the welfare recipients, the minorities, the untrained, the unemployed
of our society. In my view, this budget bluntly rejects the concept
that a responsibility of Government is, in the words of the Constitu-
tion, to “provide for the common welfare.” To cite one example, wel-
fare reform is completely absent from this budget, despite the critical
importance which the administration gave it in the first term.

In this second term, the President has exhorted Americans to look
not to Government for help, but each to himself. The budget reflects
this philosophy, and represents a clear departure from the administra-
tion’s approach to social problems during its first term. For those mil-
lions of citizens caught in a web of poverty in this country, in our
central cities, this new approach has serious and dangerous implica-
tions.

I want to talk this morning about three assumptions underlining
the budget proposals as they have been presented. The first is that
the budget does indeed provide a way for the National Government to
meet its responsibilities, but through local instead of Federal control.
But that begs the question. There is indeed a legitimate context within
which the issue of Federal versus local control can be argued, but that
argument becomes moot when funds are unavailable to run programs
aimed at dealing with those problems.

Under its new approach, as you know, Mr. Chairman, the adminis-
tration proposes to replace some 70 existing social programs through
which funds are presently disbursed in local communities with four
special revenue-sharing measures and these are in the areas of educa-
tion, law enforcement, manpower and urban community development.
These special revenue grants, as you also know, will be in addition to
the general revenue sharing which is already in operation.

But the plain fact is that the level of funds made available for
these purposes may result in a lower level of program operations than
existed before. In the manpower area, Mr. Wirtz has already spoken
eloquently on what the problems are there and what the deficiencies
are there, and I will not go over that material again except to say I
fully share his concern and I am particularly dismayed on what has
happened to the public employment program which provides presently
socially useful jobs to about 150,000 unemployed persons, 38 percent of
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whom are disadvantaged and more than two out of five of whom were
veterans, and it seems to me that there is no logic to reducing or elimi-
nating such manpower programs during a time of high unemployment.

In the case of special revenue sharing for urban community develop-
ment, as you know, no revenue-sharmg funds are requested at all.
Some existing programs, such as Model Cities and neighborhood
facilities and community planning programs are to be lumped together
under a revenue-sharing rubric, but these programs will have to draw
on funds authorized under previous budgets. No new authorization is
requested for these programs for 1974.

These cutbacks come on top of the previous administration’s suspen-
sion, to which the chairman has already referred, for 18 months of new
commitments for low and middle income housing programs. The
impact of these actions is to make a mockery of our announced housing
goals.

The general revenue-sharing funds which were intended to provide
much needed fiscal relief for the cities and States are, under this
concept, regarded apparently as a substitute for existing programs.
To the mayors of this Nation, to the Governors, this appears to be a
direct contravention of the President’s 1969 promise that general
revenue-sharing would not substitute new funds for old.

When the administration claims that its program for the next 2
fiscal years, as outlined in this budget, represents a return of Govern-
ment to the people, I submit it is indulging in a kind of semantic
exercise.

T do not mean to sound presumptuous but I do want to suggest that
a more realistic method for accomplishing the administration’s goal
of local control and, at the same time, discharging the Federal Gov-
ernment’s responsibility to meet the needs of the people, could have
been embodied in a kind of proposal I ventured to make myself last
year. I called then for the creation of federally chartered metropolitan
development agencies controlled locally which would receive and ad-
minister Federal funds upon development of a satisfactory overall plan
for local use of those Federal resources.

Tt is worth noting that the budget, as presented, goes precisely in
the opposite direction. That funds which were hitherto available to
the Council of Governments for metropolitan planning have now been
turned over to the States for such use as they think appropriate.

A second claim of the administration in connection with the budget
is that the budget, that this approach is the only way to meet the Na-
tion’s economic problems. We are told the cuts and the impoundments
are essential; that prescribed spending ceilings are mandatory; that
the deficit must be cut in half to avoid inflationary pressures.

Accepting the premise that fiscal policy is the Government’s single
most important economic weapon, and that reduction of the Federal
deficit is counterinflationary, it is obvious that there is more than one
way to reduce the deficit. One is the way the administration has
chosen—by reducing expenditures, especially expenditures aimed at
helping meet the pressing needs of those at the bottom of the economic
scale. The other is by increasing revenues through tax reform and. if
need be, by increasing taxes. It is time for us to face the fact that if
we are going to meet the human needs of this Nation, we will simply
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have to increase our revenues through intelligent tax reform, and if
necessary, by a tax increase.

When I appeared here 2 years ago I indicated that in “Counter-
budget,” leading businessmen, labor leaders, minority leaders, religious
leaders, local government officials, and others on our steering committee
of our National Urban Coalition recommended at that time that fol-
lowing indicated cuts in expenditures and reform in our tax structure,
we should put into effect an increase of about 10 percent in individual
and corporate income taxes about the middle of 1974.

I want to face that tax issue squarely this morning. T hope the Presi-
dent and the Congress will be aggressive in accomplishing meaningful
tax reform this year. Following that, I propose the enactment, as may
be required, of a 10-percent surcharge on personal and corporate
income. I would welcome this proposal becoming part of the public
debate. I remain confident that the American people, if they believe
the tax structure is fair to everyone, will be willing to pay what it
costs to be a great nation. I believe they will respond if properly
summoned to do what must be done to make us the kind of nation we
can become. And the simple fact is, which seems to be ignored in this
budget, if Federal taxes are not used in order to do these things which
have to be done, then State and local governments will simply have to
resort to property and sales taxes and the taxpayer will simply be
paying out of his other pocket.

A third claim employed in this budget is that the decisions made
were the only ones that could have been made by responsible Govern-
ment in the name of fiscal responsibility. But I submit that a responsi-
ble budget must be responsive to public need.

In the budget as proposed, national priorities have been reordered in
the name of macroeconomics while the problems and needs of the
people seem to have been subordinated to other concerns.

As you know, the defense program budget has been increased while
civilian programs have been reduced or eliminated. The administra-
tion lists the total of all savings from a program reduction and termi-
nation for fiscal 1974 as $16.8 billion. The savings from program
reduction and termination for the Department of Defense for military
purposes are shown as being at $2.7 billion. Since national defense
accounts for 30 percent of the total budget dollar the question must be
raised—why are civilian programs cut so disproportionately when we
are no longer engaged in a war on foreign shores, and when a 55,000-
man reduction in military personnel is planned ?

Moreover, if we tale into account the projected population growth
and projected rate of inflation, expenditures for the civilian control-
lable programs would have to increase by at least 4 percent just to stand
still. Thus, when the defenses and civilian budgets are compared, we
see a reordering of priorities that certainly was not contemplated when
the phrase became popular—a reordering of which is a far cry from
our goal of narrowing the distance between what we have and what
we want in this country.

This outlook is further blurred by the commitment for the recon-
struction of Vietnam, a commitment which we, of course, must fully
and in greatest of spirit of cooperation comply with, but this could cost
billions of dollars not contemplated in the budget. OMB Director Roy
Ash has reportedly said that any such expenditures would have to




334

come from further cuts in the budget because the total will not be in-
creased. T cannot help remarking what a final, tragic irony it would
be if we could somehow find the funds to reconstruct cities we have
bombed half a world away, yet declared ourselves powerless to find the
resources to rebuild our own cities.

Before concluding, I want to add just a word about a deep basic
concern I have with respect to the kind of action taken in the domestic
area during the past 2 weeks. The Office of Economic Opportunity,
OEOQ, was the flagship of the war on poverty. In a unique way it was
a symbol to the unfortunate that this Government cared about them,
and was at least trying to help. To them, it was, therefore, a harsh
jolt to learn that it was to be abruptly torn apart and dismantled. Let
me just say, I know this from my own talks with representatives of
minority and poverty groups throughout the country and from reports
from our 35 local coalitions across the United States, because to these

eople its death became another symbol, a symbol of surrender, a sym-
bol that their Government had agreed to capitulate in the war against
poverty without requiring the kind of “peace with honor” which we
have been insisting on in Vietnam.

I am hopeful, Mr. Chairman, that we can yet do what we must,
what we should, as a nation to restore the sense of hope, which we are
in grave danger of losing at this time, and that somehow we can at long
last rekindle for these millions of Americans the promise which has
been America.

Thank you, Mr. Chairman.

Chairman Paraman. Thank you, sir.

After the next witness each member will be allowed to interrogate
the witnesses 10 minutes.

Our next witness will be the deputy mayor of the city of New York,
Mr. Edward K. Hamilton. Mr. Hamilton, you are recognized.

STATEMENT OF HON. EDWARD K. HAMILTON, DEPUTY MAYOR,
NEW YORK CITY

Mr. Hammrox. Thank you, Mr. Chairman.

What I would like to try to do is to give you some notion of what
this budget and this economic report and this general strategy the
President has proposed means to a city. It happens to be the largest
city, but all of our experience suggests that our feelings and our
general priorities are not unique, that they are in fact typical of cities
across the country.

I think we would all agree with the President there is a very real
problem of priorities posed this year, probably the most serious prob-
lem we have had at least in the last 25 years. The elements are no
mystery. 1 think most of us knew, as we were going through the
sixties, that the year of crossroads or of reckoning would eventually

come.

In the 1965-66 period we, and by we here T mean the Federal Gov-
ernment, the States and localities, essentially redefined government.
We redefined the obligation of government to its citizens. In the
Federal case, in 2. years, 1965, 1966, more than 180 new domestic
programs were enacted. Their significance is far from being expressed
simply in the fact that great numbers of dollars were added to the
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domestic side of the Federal budget. You may recall that the Federal
budget for 1965 was $97.5 billion; the Federal budget proposal this
year is $268 billion, and the defense element has not changed greatly
1n terms of absolute amount.

Now, obviously there was a change to a unified budget in that period
so that those numbers do not quite express the degree of the change;
they overstate it somewhat, but there clearly has been more than a
doubling in the Federal budget which reflected a different notion
of what government was about and gave to people a different set of
expectations about what government would provide them.

Now, while we did that or at the time that we were launching those
programs with all of the extremely broadly stated, some might say
grandiose, objectives expressed in the Housing Act, in the Economic
Opportunity Act, in the Manpower Development and Training Act,
in all of this landmark social legislation, all of which I support, in-
cidentally, we stated goals which we knew would require major in-
vestments of the national income. At the same time we were enacting
them, however, we were in fact setting up competing objectives in
the military area, with Vietnam particularly, but also in terms of or-
dinary baseline military expenditures. In the field of revenues, we
were systematically eroding the Federal revenue base, usually in the
name of tax reform.

Tax reform is a subject which has become a very bitter and ir-
ritating one for many of us, not because we do not support tax re-
form but because the cost of tax reform is so enormous, witness the
Tax Reform Act of 1969.

Now, what that set up was an inevitable confrontation between the
mandatory inexorable growth of the costs of Federal domestic pro-
grams designed to meet these extremely ambitious objectives, that on
the one hand; and the cost of defense and of the increasing bounty
to_ the taxpayer in the form of tax cuts, de facto tax cuts, on the
other. That 1s the confrontation we are in now, and what I would
like to present to you as a proposition, which I will try to support, is
that essentially it is a question of life and death for the cities of the
United States, particularly the inner cities but increasingly the outer
suburbs as well.

Now, we probably over the last 6 or 7 years have beggared the
language by overdramatizing or at least dramatizing the problems
that we face, fiscal and social, in cities and, therefore, it may be that
there is a feeling that “wolf” has been cried too often. But may I say
that at this point, at this juncture, with this budget and with this
year, that the Congress is going to be, I think, the principal protector
of the interests of the people, that this is a year of a life and death
decision.

Now, I think the basis of that is in the fact that we in the cities
are trying to deal with what has to be the most dramatic social tran-
sition that the country has experienced in its history. We are trying
to be the place where very large numbers of low income people are
trained, educated, brought into a labor force which can one way or
another meet the requirements of a technology and of a general pro-
file of labor needs which emphasizes education, which emphasizes
training, which emphasizes all the inputs which people who normally
have led disadvantaged lives simply do not have.
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Put simply, that means a fantastic interchange of people. In the
city of New York in the last 10 years we have interchanged 1 million
people; that is to say, we have approximately a stable population of
8 million people but there are 1 million different people in New York
than there were 10 years ago. In terms of sociological characteristics,
they tend to be younger, tend to be less well trained, they tend to be
nonwhite, and they tend to be lower income. What that adds up to
in terms of the load on public services is a fantastic upward pres-
sure o costs.

It starts with workload. If you have a city in which fire alarms are
doubling evecy 4 years then something is going on besides the simple
aging of structures. Take fire alarms as an example to give you a sense
of change in lifestyle. Fire alarms in the city of New York for fires
have stayed constant at about 110,000 for the last 5 years. Emergencies
that are not fires have risen slightly. False alarms have risen on a curve
that is very hard to believe, to the point where now 40 percent of all
fire alarms in the city of New York are false. That is not nearly as bad
as Chicago and some other cities, but the pattern is clearly there. That
kind of workload increase for everything, for police calls, for park
maintenance, for transportation load, for everything that a city pro-
vides, the workload numbers are simply skyrocketing.

Beyond that, there are the other factors that you are all aware of:
The inflation, the general inflation, in the economy hits cities in many
ways worse because they tend, once they get on economic trends, to
stay on them. There are no inflationary expectations like inflationary
expectations in cities. Cities tend to believe prices will rise as a matter
of general principle and they tend to be terribly conscious of any
economic trends in that direction. As a result inflationary expectations
in cities, particularly in cities like New York, are very hard to break.

There has been an explosion of functions, as I said earlier, that States
and local areas are supposed to perform many, many functions never
performed before. The rise in interest rates and continuing high rise
of interest rates have been of enormous importance to us. You know,
many cities did very little in the way of replacement of capital struc-
tures for 20 years, just before the war. All of this needs to be replaced.
We built more police stations in the city of New York in the last 5
years than were built in the previous 65 years.

The salary revolution in the public sector: The Federal Government
accepted, I think rightly, in the early sixties the proposition that public
sector salaries ought to be set by comparability measurements with
the private sector. As I say, I think that was the right proposition.
But the effect was what an economist would call the revaluation of
the public sector which is now extended to virtually every progressive
jurisdiction. Put simply, it means that public salaries have essentially
doubled in the last 8 years.

Now, that, of course, also has gone to the universities, to the foun-
dations, to the whole quasi-public interest sector, and that brings with
it, of course, an equal increase in fringe costs, in pensions, in all of
the fixed costs that go with salary increases. '
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Now, the net effect of all of those factors on costs produces what
here in the District of Columbia, Mayor Washington likes to call the
15-5 problem; that is, the fact that in any given year the mandatory
costs of running the same services at the same level for another year
in a large city will probably require 15 percent increase in expendi-
tures, it may be 14, it may be 15 and a half depending on the infiation
rate, but somewhere in that range. Wh